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An attempt has been made to clarify exist- 
ing regulations. Perhaps the clarification 
is due, but over the long years that the 
prior regulations existed, conformity to 
their provisions has become so well settled 
that now to conform to the changes brings 
about a state of confusion. This is the 
case of Sections 631 and 1231 relating to 
timber. James D. Tredup, from the timber 
country, analyzes this confused situation. 


Many family corporations have stock buy- 
out agreements with their principal share- 
holders. Such agreements may well be 
disastrous when viewed under the provi- 
sions of the Code dealing with stock re- 
demptions. This is something you want 
to know more about, and Maxwell H. 
Rasman discusses it thoroughly. 


Do you think a court would allow a casu- 
alty loss deduction for the destruction of 
good will by a fire which completely and 
finally ends the taxpayer's business? This is 
the problem raised by Jerome C. Bachrach. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 
the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


FUNERAL EXPENSES may not be de- 
ducted by an estate on its income tax return. If you thought the 
deduction could be taken because of Rev. Rul. 56-449, make note 
of this change. That ruling has just been modified. Funeral 
expenses are allowed to the estate under Section 2053. 


Waar IS reasonable compensation is some- 
times as difficult to prove as what is unreasonable compensation. 
The Commissioner cannot tell a business what its officers’ salaries 
should be. He can say that they are excessive. The fact that he 
says so raises a presumption that they are excessive. This can 
be rebutted by a presumption that any salary voted by the 
board of directors is reasonable and proper for the job expected 
to be done. The presumption in favor of the Commissioner 
throws the burden of proof on the taxpayer. The best proof is the 
nature and scope of the employee’s work—his devotion to the 
employer’s interest and evidence that the salary paid is in line 
with the salaries of comparable positions in comparable and 
competing industries. If the officers are also stockholders, this 
situation may become more complicated because then there may 
be grounds for a suspicion that some part of the salaries should 
be classed as dividends. In William Yuenger Manufacturing Com- 
pany, Inc. v. U. S., 57-1 uste § 9417, the District Court for the 
Northern District of Illinois upheld the taxpayer’s deductions for 
compensation paid to its officers. 


In another recent decision, the taxpayer was paid a $50,000 
bonus, but the Tax Court, having before it the average salaries 
of executives in other companies in comparable positions, aver- 
aged the taxpayer’s bonus and salary over a period of years 
and determined that the bonus was not unreasonable compensa- 
tion. The average of the bonus and the salary was less than the 
salaries of comparable officers in competing corporations.—J ewell 
Ridge Coal Sales Company, Inc., CCH Dec. 22,254(M), 16 TCM 140. 
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INcoME from the sale of stolen goods like 
the income from the sale of goods legitimately sold is nonetheless 
income to the seller and therefore taxable.—Schira v. Commis- 
sioner, 57-1 ustc J 9413 (CA-6). 


Exemption FROM TAX as a nonprofit 
institution was taken away by the Tax Court. A district court 
then held that failure to file returns was due to reasonable cause: 
no penalty. Returns were not filed because of the conviction, held 
by the corporation’s officers and directors based on legal advice 
of reputable tax counsel, that the corporation was an exempt 
institution.—Gemological Institute of America v. Riddell, 57-1 ustc 


{9418 (DC Calif.). 


The taxpayer made advances of money to a corporation. 
The deal turned sour. On his income tax return he deducted 
$27,500 as a casualty loss. It may have been a casualty—even 
a calamity—to the taxpayer, but to the Commissioner this was 
nothing but a nonbusiness bad debt.—Edmund Thomas Gulledge, 
CCH Dec. 22,251(M), 16 TCM 134. 


, 


A STORM damaged property in which the 
taxpayer had a legal life estate. The taxpayer sought a deduction 
for the cost of removing the debris and for the damage actually 
sustained, but because the taxpayer did not hold the property in 
fee simple, the Commissioner disallowed the deduction. The Tax 
Court allowed the taxpayer a part of the deduction. The allow- 
ance was based upon a present-value annuity table, by the use 
of which a percentage of the loss was attributed to the life estate 
of the taxpayer.—Katharine B. Bliss, CCH Dec. 22,250, 27 TC —, 
No. 93. 


In TRUSTS (five) for the benefit of minor 
children, the trustees were given the same authority as general 
guardians. The Tax Court held that if a trustee is not, in fact, 
a guardian, he cannot be transformed into one merely by labeling 
his authority as being equivalent to that of a guardian. So the 
interests created were future interests in the securities which 
formed the corpus of the trust. The taxpayer thereby lost the 
exclusion on the five gifts. This decision involves a situation 
under the 1939 Code. There has always been a hassle between 
the Commissioner (with the Tax Court on his side) and the 
appellate courts as to what constitutes a gift of a future interest 
to a minor. Section 2503(c) of the 1954 Code provides that the 
type of trust used in this decision shall not be considered a gift 
of a future interest. So with or without this guardianship clause, 
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gifts now made would be considered gifts of present interests 
and could be offset by the $3,000 exclusion.—Abraham M., Katz, 
CCH Dec. 22,253, 27 TC —, No. 95. 


THE CIRCUIT COURTS and the Tax Court 
are having a hassle over the collection of income taxes via the 
route of the transferee liability. Under this theory when a tax- 
payer dies and income taxes are due and owing, the Commis- 
sioner attempts to collect from the beneficiary of the deceased 
taxpayer’s insurance. The Tax Court has been backing up the 
Commissioner, but the circuit courts have been reversing in favor 
of the beneficiary of the life insurance. In spite of previous 
unfavorable decisions, the Commissioner tried it again in Jean F. 
Stern, CCH Dec. 21,540(M), 15 TCM 114, rev’d, 57-1 uste J] 9429 
(CA-6). Here’s what the court said: “. . . it would be contrary 
to public policy and inhumane to permit creditors, whose claims 
arose subsequent to the execution of the policies of insurance 
and subsequent to the payment of the premiums, to snatch from 
the widow, after her husband’s death, the large cash surrender 
values merely because of the provision in which the husband had 
reserved a right thereto, which he had never exercised. No 
statutes require that such hardship be inflicted upon a widow, 
whose husband has continuously, during the long course of their 
marriage, sought to protect her, by providing insurance against 
the day when she would be left alone. 

“In this case, the government is in no better position than 
any other creditor. The insurance was not built up, nor were the 
premiums paid, at the expense of the government, or in fraud 
of the government.” It’s a good thing for the beneficiary that 
separate returns were filed... . There is more on this case in 
the “Washington Tax Talk” department, page 335. 


A COMMON CARRIER can sell revenue 
equipment—for instance, a trailer—to a broker (independent 
owner-operator) and report the profit as a capital gain. Here’s 
how this works. The carrier purchases the equipment at a fleet 
discount. The carrier makes a deferred-sale arrangement with 
the broker-buyer whereby title is not acquired by the buyer until 
after six months from the date of the sale. During this period, 
the broker can only use the trailer in hauling for the seller and if 
the broker does not complete his payments, the installments are 
refunded to him, less a deduction for rent of the equipment. 
These trailers are not held primarily for sale to customers in 
the ordinary course of the carrier’s business, and the gains realized 
on the sale are treated as long-term capital gains.—McCullough 
Transfer Company, CCH Dec. 22,262, 27 TC —, No. 100. 
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Tax news from the nation's capital as it is made by the executive, the 


legislative and the judicial branches of government. 


Headlining this 


month's report: Congress acts on the 1958 budget . . . Professorial and 


labor views on tax reduction given . 


. . Sixth Circuit tells Tax Court 


to follow its lead . . . Proposed gift tax regulation protested against. 


Our Cover 


The requested $71.8 billion for budget 
expenditures in fiscal 1958 has come under 
attack from within and without the govern- 
ment. Certain members of the Administra- 
tion have attacked the size of the budget. 
The President, himself, has requested his 
department heads to review their needs and 
to make downward adjustments, if possible. 
Grass-roots movements have been started 
to petition Congress to reduce federal ex- 
penditures. Congress, itself, has not been 
idle. Wholesale slashes have been proposed 
by several members, and the Congressional 
appropriations committees have begun their 
examination of the President’s budget. 


A start toward budget reduction has been 
made by the House Appropriations Com- 
mittee. Recommendations made by it in 
H. R. 4897 have been approved by the 
House and sent to the Senate. The bill 
makes appropriations for fiscal 1958 for the 
Treasury and Post Office Departments and 
for the Tax Court. 


The bill would lop $22,364,000 from the 
budget request of the Treasury Department 
and $58 million from that asked by the Post 
Office Department. Nothing was knocked 
off the request of the Tax Court, which 
sought a paltry $1,460,000. 


The Treasury had sought $713,831,000. 
The House bill would give it $691,467,000. 
The Post Office wanted $3,250 million; it 
would be given $3,192 million. Percentage- 
wise, the reduction amounted only to about 
2 per cent. 


Although their budget requests were cut, 
both departments still want substantial in- 
creases over fiscal 1957 appropriations. The 
Treasury would get close to $43 million 
more than was appropriated for it in the 


Washington Tax Talk 


prior year; the Post Office, $207 million 
more. 


Much of the hike in the approved budget 
sums is accounted for by mandatory in- 
creases. For instance, included in the recom- 
mended appropriation for the Treasury is 
the sum of $325,500,000 for the Internal 
Revenue Service. This represents a reduc- 
tion of $6 million from the amount requested, 
but a boost of $19,750,000 over 1957 appro- 
priations. Most of the increase, nearly $17 
million, however, is taken up by the Service’s 
retirement-fund contribution, giving it an 
actual increase in working funds of $2,865,000. 


Of the $207 million increase for the Post 
Office, mandatory increases account for al- 
most $163 million. The Post Office, there- 
fore, would receive an increase of approxi- 
mately $45 million over and above mandatory 
increases, 


As was noted, H. R. 4897 made only a 
2 per cent cut in the requested appropria- 
tions for the Treasury and the Post Office. 
If the Congressmen do no better on the 
remainder of the budget requests, the total 
amount that would be cut from the Presi- 
dent’s proposed budget would amount to 
about $1.4 billion. If receipts actually result 
in the budget-predicted $73.6 billion, this 
would give the government a surplus of 
about $3.2 billion for fiscal 1958, since the 
surplus originally was estimated at $1.8 
billion. It will be up to the Congressmen 
to decide if such a surplus will support any 
sizable tax cuts for any sections of the 
economy. 


The Report of the Joint Economic Com- 
mittee on the January 1957 Economic Re- 
port of the President (House Report No. 
175) presents some views on this issue. 


The report viewed with some alarm-the 
widespread price increases that accompanied 
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economic expansion in 1956. Of the 5.5 
per cent increase in gross national product, 
2.8 per cent was accounted for by rising 
prices, and price increases gained in mo- 
mentum during the latter part of the year. 
To curb general price increases, the report 
states that the rate of expansion of total 
spending must be held down to the rate 
of increase in total output. Believing that 
restraints upon total demand should be 
maintained, the joint committee endorsed 
the President’s recommendation that tax 
rates be continued at their present levels. 
However, the report stated that if, under 
present circumstances, substantial reductions 
in budget expenditures can be made, the 
question of general tax and debt reduction 
should be reopened. 


As a means of achieving budget reduc- 
tions, the report proposed a “contribution 
test” for screening capital programs of the 
government. The joint committee would 
appraise proposed expenditures according 
to the extent they eliminate barriers to 
growth and development in the private 
sectors of the economy. Exemplary of pro- 
grams which would return substantial divi- 
dends, in the eyes of the committee, are 
federal assistance to the public school con- 
struction program and federal contributions 
to a program for the use of water resources. 
It was said that the cost of these programs 
must be weighed against their prospective 
benefits to determine whether they should 
be undertaken now and, if so, how rapidly. If 
they do not measure up to this “contribu- 
tion test,” they should be screened out of 
the budget. 


The joint committee’s report recommended 
that attention be given by Congress to pro- 
posals for deferring enactment of any single 
appropriation until consideration has been 
given to all proposed appropriations. This, 
it was felt, might give better control over 
total spending and better assure the most 
effective use of the financial resources of 
the government. 


The Congress 


Joint committee hears testimony on tax 
revision.—The Joint Economic Committee 
on the January 1957 Economic Report of 
the President has recently issued a report 
on its hearings (H. R. 174). Included in the 
committee report was testimony presented 
by Louis Shere, professor of economics and 
director of tax research at Indiana Uni- 
versity, entitled “Federal Tax Revision to 
Promote Economic Growth and Stability.” 
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Professor Shere has prepared a summary 
of the recommendations he made to the 
joint committee for revision of the income, 
excise, estate and gift tax laws. These 
recommendations are as follows: 


(1) Eliminate the deduction for personal, 
nonbusiness interest and taxes. 


(2) Reduce the standard deduction from 
10 per cent with a limit of $1,000 to 5 per 
cent with a limit of $500. 


(3) Eliminate the special exemption for 
the aged and the blind and, if necessary, 
adjust social security benefits. 


(4) Eliminate the special exemption for 
earnings of dependents by requiring the 
taxpayer to include in his return the amount 
of income received by any person he claims 
as a dependent. 


(5) Eliminate the exclusions for old-age 
and survivors, and railroad retirement in- 
surance benefits; unemployment compen- 
sation; temporary disability benefits under 
workmen’s compensation and sick pay; 
nontaxable military pay and allowances; 
mustering-out payments to members of the 
armed forces; veterans’ pensions; and read- 
justment and_ subsistence allowances to 
veterans. 


(6) Eliminate the credit for retirement 
income. 


(7) Extend full income splitting to all 
single taxpayers and heads of households. 


(8) Split the first bracket and make a 
lower rate applicable to the first block of 
income within the present first bracket. 


(9) Reduce individual income tax rates 
generally, particularly the top rates so as to 
scale to a maximum marginal rate of 70 
per cent. 


(10) Reverse the corporate normal and 
surtax rates; ultimately reduce further the 
corporate normal tax rate to 20 per cent 
and increase the surtax exemption from 


$25,000 to $100,000. 


(11) Allow corporations a deduction, ini- 
tially, of 10 per cent of dividend payments. 
Simultaneously repeal the present dividend 
exclusion and credit under the individual 
income tax, 


(12) The President should request the 
Treasury to prepare a practical averaging 
plan for the individual income tax by June 
30, 1957, with a view to establishing it fully 
within the next two or three years, as the 
practical obstacles are surmounted. 


(Continued on page 333) 
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A Handy Summary 
of the Capital Gains Arguments 


By WALTER J. BLUM 


The reader of the literature on the subject of taxation has probably 

read more than just a few articles discussing the pros and cons 

of preferential taxation of capital gains and the various and sundry proposals 
for accomplishing the particular author's desired effect. Here for the 

first time is presented a summary of the most widely 

accepted arguments for and against taxing capital gains as ordinary income. 


F all income tax issues, that which 

seems least to need further exposition 
is the question of preferential treatment for 
capital gains. The issue is almost as old as 
the income tax itself; over the years it has 
been subjected to searching analysis and 
resounding debate; everything there now 
is to say on the problem has already been 
said;? the chance that something signifi- 
cant about the issue will be newly discov- 
ered appears slim; and in this country the 
question itself seems to have been settled 
for the present, since no politically im- 


1 The most thorough treatment of the capital 
gains question is Seltzer, The Nature and Tax 
Treatment of Capital Gains and Losses (1951). 
It deals with most of the arguments analyzed 
in this article and in addition contains (1) data 
on the magnitude and distribution of capital 
gains and losses over the years; (2) a history 
of the treatment of capital’ gains and losses 
under our federal income tax; and (3) a sum- 
mary of the ways in which other countries 
have dealt with the issue. The study was ob- 
viously very helpful in the preparation of this 
article. 

Another valuable analysis of the capital gains 
issue is Tax Institute, Capital Gains Taxation, 
Panel Discussion (1946). 

See also United States Treasury Department, 
Federal Income Tax Treatment of Capital Gains 
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portant forces are actively urging that 
capital gains be taxed as ordinary income. 
Nevertheless, those interested in taxation 
cannot leave the problem alone. Interest in 
it is renewed by virtually every serious 
proposal to modify the existing preferen- 
tial arrangement, perhaps because the merits 
of a change usually can be extensively 
argued only by referring ultimately to the 
basic issue itself.* By now the vast litera- 
ture on the subject deals adequately with 
each of the arguments for and against 
special treatment of capital gains.* Only 


and Losses (1951); Vickrey, Agenda for Progres- 
sive Taxation (1947), Ch. 5. 

2 The latest manifestations of interest in the 
issue are Woods, ‘““Taxation of Extraordinary 
Income,’’ 33 TAXES 353 (May, 1955); Tudor, 
“The Equitable Justification for the Capital 
Gains Tax,'’ 34 TAXES 643 (September, 1956); 
Corbin, ‘‘New Proposals for Capital Gains Taxa- 
tion,”” 34 TAXES 663 (October, 1956); Tudor, 
“Exemption of Capital Gains from the Capital 
Gains Tax,’’ 35 TAXEs 101 (February, 1957). See 
also ‘‘Acq. and Non-acq.,’’ 344 TAXES 56 (Janu- 
ary, 1957). 

%In my opinion the most persuasive and pene- 
trating analysis of the capital gains issue is to 
be found in the two works of Henry C. Simons, 
Personal Income Taxation (1938), Ch. 7, and 
Federal Tax Reform (1950). 


247 





The author is professor of law at 
the University of Chicago Law School. 


one small gap seems to remain: The argu- 
ments have not been drawn together handily 
for those who feel moved to add their 
voices to the popular debate. 


With apologies to an overworked sub- 


ject, such a collection is now presented.. 


Because I believe that capital gains should 
be taxed as ordinary income, the various 
arguments are analyzed from that point of 
view, but the presentation can be service- 
able to one of the opposite persuasion. 


Arguments for Preferential Treatment 
of Capital Gains 


(1) Capital gains are not income.—Per- 
haps it is wrong to designate this an argu- 
ment, although the contention is often 
advanced as if it were one. The ultimate 
issue is whether capital gains should be 
treated as income for purposes of an income 
tax. To state that capital gains are not 
income is merely to offer one’s conclusion. 


(2) A tax on capital gains is a tax on 
capital— While this usually appears to be 
only another phrasing of the assertion that 
capital gains are not income, it frequently 
is an imprecise formulation of other argu- 
ments against taxing capital gains in full. 
Thus it occasionally refers to the point, 
to be considered later,‘ that many capital 
gains are unreal inasmuch as they are 
merely the result of an inflation. Some- 
times it refers to the argument, also exam- 
ined later,® that a tax on capital gains slows 
down the accumulation of capital in society 
because a gains tax is likely to reduce sav- 
ings more than alternative levies raising 
equal revenues. Occasionally it intentionally 
or otherwise implies that a tax on capital 
gains reduces our existing stock of capital. 
In this respect it is misleading. 


No tax directly destroys capital. An indi- 
vidual might draw on his savings if he is 
unable to pay his taxes out of income; but 
even if he finds it necessary to sell an asset 
to raise tax money, the asset merely changes 
hands and does not disappear. For society 
as a whole, taxes affect the magnitude of 
capital only through their impact on sav- 
ings. Those which impinge especially heav- 
ily on savings retard the rate at which 
capital is accumulated. Taxes, however, 
will not deplete society’s present stock of 


*See Argument 19 against taxing capital 
gains in full. 
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real capital unless they reduce aggregate 
savings to the point where it is insufficient 
to provide for repair of existing assets and 
replacement of them as they wear out. At 
the levels of taxation we have experienced, 
nothing could possibly suggest that full 
taxation of capital gains would bring about 
that condition. 


(3) Capital gains are not treated as in- 
come under the British income tax.—This 
is an accurate statement of fact, although 
it should be qualified by noting that capital 
gains are defined much more narrowly 
under the British tax. It is also true that 
the British wrestled with the problem many 
years before it troubled us, no doubt simply 
because the income tax itself took root in 
Britain much earlier than here. These bits 
of information, however, contribute little 
on the merits of the capital gains issue. 
Surely not everything the British do is 
necessarily correct; and their older judg- 
ments are not always their best. 


(4) Our property laws class capital gains 
not as income but as accretions to capital.— 
The point here concerns situations in which 
an asset has been divided into corpus and 
income interests. Generally under our laws, 
a capital gain, whether realized or un- 
realized, inures to the benefit of the corpus 
interest unless otherwise provided by the 
originator of the interests. Thus, in the 
typical case of property divided into a life 
estate and a remainder, if the originator 
has not specified the contrary, the law in- 
variably regards appreciation in value as an 
accretion to the remainder rather than as 
income. 


This aspect of our property law has a 
long lineage. It can be traced back to that 
period in England when the principal form 
of family wealth was agricultural land, and 
the usual pattern of devolution was to 
keep the land in a particular heirship line 
by giving successive generations only the 
income from it. In this setting, income 
understandably came to be regarded as 
the annual yield which could be separated 
from the land without causing its depletion. 
To speak of appreciation in value as con- 
stituting income would have been virtually 
meaningless since entailed land was seldom 
sold and the life tenant had no power to 
realize the gain. Thus, the capital was 
viewed as being the land itself and not its 
pecuniary value; and the law adopted this 
position. Today intangible forms of wealth, 
particularly securities, predominate in our 


* See Argument 8 against taxing capital gains 
in full. 
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society. Nevertheless, among those of 
wealth there has been a strong carry-over 
of the ancient conception that capital is the 
“thing” and income the flow from it, and 
our property law continues to mirror this 
thinking. 


However, these considerations are dis- 
tant from the problem of how capital gains 
should be treated under an income tax. 
The question for property law is: Which of 
two interests in an asset is to be credited 
with appreciation in its value, especially 
when realized? In deciding against the 
holder of an income interest, property law 
in effect says that unless the originator 
specifically provided otherwise, it will be 
presumed conclusively that he intended the 
common understanding to apply. The good 
sense behind this principle clearly is un- 
related to the question of whether such 
gains are to be taxed as income. 


(5) Modern financial accounting does not 
treat capital gains as ordinary income.— 
Under accounting conventions, unrealized 
changes in the value of quasi-permanent 
assets are generally ignored, while realized 
changes are usually noted on the income 
statement as extraordinary items (and some 
authorities urge that they be reflected 
directly on the balance sheet without being 
shown on the income statement). In this 
sense accountants do not regard capital 
gains as ordinary income. 


These accounting conventions arise from 
various considerations, only some of which 
are relevant to the tax issue. In large part, 
the practice of not taking account of un- 
realized appreciation rests on a reluctance 
to revalue assets repeatedly. This attitude 
undoubtedly is shared by tax administrators 
and taxpayers. The convention not to re- 
flect capital-type gains as ordinary items 
on the income statement stems mainly from 
the view that since they usually are not the 
direct consequence of business operation 
during the year, commingling them with 
other data would distort the statement 
which is designed primarily to reveal the 
annual results of conducting business. The 
tax law also might well be troubled about 
treating gains as income only in the year of 
realization. But here the parallel ceases. 
The annual income statement should deal 
with each year separately in allocating 
revenues and expenses in order to expedite 
comparisons of business operations from 
year to year. The income tax, however, 
should be interested in comparing not years 


*See Blum and Kalven, ‘‘The Art of Opinion 
Research: A Lawyer's Appraisal of an Emerg- 
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but people, and surely a period of many 
years is better than one for this purpose. 
The income tax thus has no reason to de- 
viate from the regular income stream in 
reflecting gains from the disposition of 
capital-type assets. 


(6) People do not regard capital gains as 
income.—If everyone agreed that capital 
gains were not income, it is inconceivable 
that the law would tax them. The argument 
of necessity must be taken in a qualified 
form—along the line that most people do 
not look upon capital gains as income. 
Suppose this assertion were in fact true; 
would it support exempting capital gains? 

This question inevitably touches the 
problem of the role of public opinion in a 
democracy. While extremists occasionally 
have suggested that sheer majority opinion 
should be determinative of every issue, the 
very conception of representative govern- 
ment requires that law be several degrees 
removed from public opinion. Even if law 
ultimately might have to conform to the 
wishes of the majority, it cannot simply 
echo public opinion, which consists of many 
views held with differing degrees of in- 
tensity, informedness, articulateness, and 
readiness for action® The lawmaker, of 
course, will want to take public opinion 
into account, but it is his, and not the 
public’s, responsibility to make law. Thus 
it is not sufficient for the legislator to know 
—still assuming this to be the fact—that 
the majority feel that capital gains are not 
income. His obligations require him to 
consider what lies behind these opinions, 
and this once more will bring him to the 
merits of the whole issue. 

However, because public opinion is a 
factor of importance, the assertion that 
most people do not regard capital gains as 
income itself desires attention. Very likely 
it is correct as far as it goes. Certainly 
many people do not view capital gains as 
income simply because they are not ac- 
quainted with the concept or have not had 
occasion to consider how such gains should 
be treated for income tax purposes. This, 
however, is not public opinion but rather 
lack of it, and is entitled to no weight. 
Obviously, we cannot tell how these people 
would react once they were briefed on the 
problem and subjected to arguments or 
pressures from protagonists on both sides. 
From them might well be recruited a ma- 
jority who think that capital gains are 
income. 


ing Science,’ 24 University of Chicago Law 
Review 1 (1956). 
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Among those who have experienced capi- 
tal gains, possibly most do not view them 
as income. If so, this certainly would have 
a bearing on the main issue, but of a 
nature quite different from that of general 
public opinion. The mere fact that those 
who enjoy some particular form of eco- 
nomic enhancement do not count it as 
income is important in that a serious ad- 
ministrative problem might be encountered 
in taxing it. But such difficulties apart— 
and they will be dealt with later "—how 
moved should we be by a finding that the 
minority who are called upon to pay a tax 
on capital gains think there is no basis for 
the levy? Again it would seem that their 
views deserve only the weight which argu- 
ments on the position’s merits will carry. 


(7) For most people capital gains are not 
recurrent.—The successful investor is not 
apt to experience an equal or comparable 
capital gain every year; and if we focus on 
only realized gains, the pattern is likely to 
be even more irregular. 


Nonrecurring items present a_ special 
problem under progressive tax rates where 
they tend to bunch income in a single year. 
But this difficulty, which will be taken up 
later,’ does not preclude treating such items 
as income. Nor is it to be assumed that a 
dollar received in nonrecurring form de- 
serves to be taxed less than other dollars. 
Unless this can be demonstrated, the regu- 
larity of an item in the lives of taxpayers 
ought to be regarded as irrelevant and, 
hence, as neutral as regards the capital 
gains issue. 


(8) Capital gains usually are not treated 
as spendable income.—Although this con- 
tention faintly echoes the assertion that 
most people experiencing capital gains do 
not view them as income, it may have a 
deeper reach. The fuller argument is that 
in programing their expenditures, prudent 
people generally treat their capital gains 
as not available for ordinary consumption 
purposes because the gains may be fol- 
lowed by comparable losses and cannot be 
relied on to recur. Consequently, unrealized 
capital gains by and large result in in- 
creased investment to the extent of the 
gains, and realized gains usually are re- 
invested. 


From these observations, which probably 
are correct in the main, though overstated, 
some intermediate assumption is needed to 
conclude that the gains should not be taxed 
as income. Two such have been advanced. 


™ See Argument 12 against taxing capital gains 
in full. 
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One cannot both spend a capital gain 
and save it—but that 
is true of any form of income. 


One is that in the final reckoning income 
is equivalent to consumption or spending 
for consumption. This emphatically is not 
the popular usage. It is common to speak 
of saving part of one’s income and, any- 
how, people seldom act as if consumption 
were the exclusive motivation in earning 
and disposing of their revenues. Of course 
a personal tax could be based on consump- 
tion rather than income, and respectable 
commentators have urged that a spendings 
tax is preferable to an income tax. Under 
such a tax all savings, whether out of 
capital appreciation or other sources, would 
be excluded from the tax base. In this 
respect the proper treatment of capital gains 
under an expenditures tax can throw no 
light on the problem of capital gains under 
an income tax. On the contrary, the con- 
ceptual difference between the two levies 
underscores the propriety of taxing gains 
in full under an income tax. 


The other assumption is that it is undesir- 
able as a matter of economic policy to 
penalize savings by a tax. This premise is 
one of the main foundations for advocating 
an expenditures tax in place of an income 
tax; and to this extent the two assumptions 
are related. Granting that most capital 
gains are translated into savings rather 
than consumption, it is still awkward to 
argue that capital gains therefore should 
not be taxed as income. Most savings in 
our society are not associated with capital 
gains. Savings, moreover, could be elimi- 
nated from the tax base directly. To exempt 
only capital gains on the ground of promot- 
ing savings thus is to discriminate in favor 
of one form of economic enhancement which 
may or may not result in savings, while 
passing over the opportunity to reward that 
savings which does in fact occur. 


Regardless of whether most people ex- 
periencing capital gains consider them as 
spendable income, it is clear that the ap- 
preciation is available for increased con- 
sumption. Nor is the consumption potential 
lessened by the prospect that the gainer 
might sustain a capital loss in the future. 
The possibility of a future loss does not 
diminish the gain which has already taken 
place; and only if and when such a loss 
materializes is it realistic to use it as an 
offset in computing economic enhancement. 


’ See Argument 16 against taxing capital gains 
in full. 
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One of course cannot both spend a capi- 
tal gain and save it, but that is true of any 
form of income. 


(9) Capital gains, by and large, are unex- 
pected.— There may have been a time when 
capital gains usually were unexpected in 
that people invested without contemplating 
capital appreciation, having in mind only 
revenues expected to flow from the property. 
Certainly this description does not fit the 
contemporary scene. One look at financial 
advertisements is sufficent proof that it is 
capital gains and not current income which 
are today’s prized carrots. Preferential 
treatment definitely has made the investing 
public capital gains conscious. 


However, what if most capital gains were 
unexpected? An economist might distinguish 
between expected and unexpected economic 
rewards because of their different effects 
on people’s economic behavior. The income 
tax, however, need not be concerned with 
this aspect of economic analysis. Were it 
misguidedly to borrow here from economics, 
the conclusion might well be that unex- 
pected rewards—windfalls—should be taxed 
more heavily than others inasmuch as that 
levy could not have undesirable economic 
consequences. To push this position, it 
further could be urged that a higher tax on 
windfalls is acceptable because it is less 
jarring on the taxpayers. If capital gains 
are unexpected, the gainers, for that reason, 
have less to complain about when the gov- 
ernment relieves them of a share of their 
good luck. Such a tax can hardly interfere 
with the standard of living to which the 
taxpayers hope to become accustomed. 


But, to repeat, capital gains under current 
conditions are most assuredly not windfalls. 
While an investor might not be able to 
state his gain expectations in precise dollar 
terms, the intelligent investor undoubtedly 
takes full account of gain possibilities in 
placing his bets. 


(10) Capital gains generally are not due 
to deliberate economic activity or produc- 
tive effort—Often this argument merely 
repeats the point that capital gains are un- 
expected. In other instances it restates the 
point that capital gains usually arise not out 
of a regular course of business but as a 
result of casual transactions, especially the 
disposal of semipermanent holdings. Some- 
times, however, it refers to the fact that 
many capital gains are excluded in comput- 
ing the national income. The most common 
illustration is that stock market gains do 
not enrich society. 
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While the proper standard for measuring 
national income is much in dispute, there is 
complete agreement that many types of 
capital gains should be ignored. In measur- 
ing how an individual has fared economi- 
cally, however, there surely is no occasion 
to consider how much he has contributed 
to society. But, if by any chance one 
foolishly feels otherwise, should not the 
heavier tax be placed upon that income 
which reflects the smaller rather than the 
greater contribution to national welfare? 


(11) Over the years capital losses bal- 
ance out capital gains—In an economy 
with a stable currency or one which fluctu- 
ates rather evenly about a given level, 
capital gains and losses probably would be 
approximately equivalent, unless the tax 
system tolerated either the escape of gains 
from the tax base or the wholesale manu- 
facture of capital gains out of regularly 
recurring income. This balance is not likely 
to exist in an economy which is pre- 
dominantly inflationary. The deterioration 
of the currency would produce increases in 
asset prices without any offsetting declines. 
Such has been our own experience in the 
past 15 years. 

But even if capital gains and losses were 
equal for the economy as a whole, this 
would not furnish much support for ignor- 
ing the gains and losses in computing tax- 
able incomes. Under no_ conceivable 
conditions would the capital gains and losses 
of each taxpayer be equal. The fact is that 
the overlap between those who suffer capital 
losses and those who experience capital 
gains is very far from complete. Studies 
have shown that over the years a much 
larger proportion of gains has been experi- 
enced by upper income individuals while a 
much larger proportion of losses has been 
sustained by those in the middle and lower 
income ranges. To ignore both the gains 
and losses merely because in the aggregate 
they balance would be to confer a bonus on 
the gainers at the expense of the losers. 


The thinking which produces such a sug- 
gestion overlooks the basic proposition that 
a meaningful measurement of personal in- 
comes must deal with relative quantities. 
What is important is not the absolute mag- 
nitude of income; rather, it is the size 
of a person’s income as compared to that 
of others. Would we, for example, sug- 
gest that both wages and deductions for 
wages be omitted in calculating the in- 
comes of employees and employers be- 
cause in the aggregate the two items are 
of equal size? 
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(12) Revenues from taxing capital gains 
in full would be less than the expenses of 
administering the tax.—Based on figures for 
the past three decades when capital gains were 
taxed at bargain rates, this prediction is 
wide of the mark. On first impression it 
might seem that unlimited taxation of 
capital gains would increase administrative 
costs by encouraging greater taxpayer ef- 
forts at avoidance or evasion. But the fact 
is that the very distinction between capital 
gains and ordinary income requires a great 
administrative effort. The differential in 
tax invites taxpayer ingenuity to take ad- 
vantage of the capital gains bargain; and a 
glance at the administrative rulings and 
court opinions shows how very costly is 
the task of policing the capital gains boun- 
daries. In an economy with an inflationary 
bias, full taxation of capital gains, more- 
over, would increase tax receipts from this 
source. Though taxpayers might further 
delay their realization of gains, this slow- 
down eventually would be offset so long 
as the leakages of gains by gift or at death 
were stopped. 


These considerations, however, are not 
strictly pertinent. If some persons prop- 
erly should be subject to tax, administrative 
expenses are hardly a sound reason for 
establishing an exemption. Were the gov- 
ernment, for example, put to a burden in 
collecting income taxes from outlaws, would 
we conclude that the law should exempt 
them for that reason? 


(13) Preferential treatment for capital 
gains pays for itself through increased in- 
come tax revenues.—This is an extension 
of the administrative-cost argument. The 
central thought is the same: The govern- 
ment will be ahead in net income tax col- 
lections if capital gains are not taxed in 
full. Here this result is expected to come 
about because full or partial exemption of 
capital gains will increase total incomes in 
the society by encouraging greater invest- 
ment and by making investment more economic 
through making it more mobile. These 
points are scrutinized later.” Now it need 
only be noted that, whether or not net tax 
revenues would increase as claimed, the 
argument has no greater force than when 
it rests on the high costs of administering 
a capital gains tax. If total incomes in the 
society would increase if we did not tax 
the incomes of millionaires, would we think 
it proper for that reason to exempt them? 
Aggregate tax revenues, like aggregate in- 


® See Arguments 21 and 23 against taxing capi- 
tal gains in full. 
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comes, simply should not be a relevant 
consideration in deciding on the proper base 
for a personal income tax. 


(14) Taxing capital gains often results 
in taxing the same increment of economic 
enhancement twice.—The value of revenue- 
producing property is the present value of 
anticipated future returns. In this sense 
the value of capital is the present value 
of the future income expected from it; and 
if the expected income rises, the value of 
the capital will respond in like fashion. 
When real estate or shares increase in 
value, for example, it is often because of an 
increase in the rents or dividends expected 
from the property. When the increased 
revenues are received, they will be taxed as 
income. To also tax as income the realized 
or unrealized increase in capital values, it 
is argued, is to impose a double tax. 


The weakness of this initially plausible 
contention is that though there would be 
two impositions of tax, there also would 
be two separate increments of economic en- 
hancement, each subject to tax only once. 
The economic position of the taxpayer first 
improves when his capital rises in value. 
It further improves when he receives in- 
creased revenues from his appreciated 
property. 

The point has been raised that to tax 
the appreciation before it is realized might 
compel the owner to sell a part of the 
property in order to pay the tax and, in that 
event, he would not receive all the future 
revenues anticipated by the appreciation. 
The observation, however, does not show 
that taxing the capital appreciation imposes 
a double tax. On the contrary, it neatly 
illustrates that the augmented capital value 
and the increased future revenues are sepa- 
rate elements of economic enhancement. 


(15) The estate tax adequately handles 
the taxation of capital gains—This argu- 
ment is fallacious, misconceiving the rela- 
tionship of income and estate taxes. The 
estate tax is concerned with the amount 
of wealth which passes in connection with 
a person’s death. The income tax is con- 
cerned with the amount of his economic 
enhancement during life. The impact of the 
estate tax generally does not turn on how 
the decedent acquired his wealth. Dollars 
saved out of salary, for example, will be 
taxed the same as an equal number of 
dollars saved out of a capital gain. Far 
from indicating that the capital gain and 
the salary should be taxed differentially 
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under the income tax, this, if anything, sug- 
gests that they should be treated equally. 


The difference in the bases of the two 
taxes is most dramatically seen when one 
looks at the exemptions. It is possible for 
the wealth of a man whose assets have ap- 
preciated more than $100,000 to escape the 
estate tax completely because of the ex- 
emptions allowed. 


Moreover, the combination of an estate 
tax and a tax on capital gains does not 
produce a double tax. The tax on the gain 
reduces the amount subject to estate tax, 
so that the two taxes together can never take 
more than the value of an appreciated asset. 
Of course, the combined taxes might reach 
an undesirably high level. In that case the 
fault lies not in taxing capital gains, but 
in the severity of the regular income tax 
rates or the estate tax rates, or both. 


The argument is occasionally made that 
a tax on capital gains at death would be 
a special burden because of its near co- 
incidence in time with the estate tax. This 
is a nearsighted view. The real burden of 
the two taxes would be less for those who 
realize their gains prior to death inasmuch 
as the use of the money paid in gain taxes 
is lost to them earlier. 


(16) Capital gains are extraordinary in 
that they often develop over many years. 
—The facts here are undeniable. A capital 
gain realized in a particular year may rep- 
resent appreciation that took place over a 
span of many years. To tax the whole gain 
as income in the year of realization would 
be manifestly unfair under a system of 
progressive rates, and perhaps even would 
be unfair under a proportionate tax the 
rates of which fluctuated considerably from 
year to year. Progressive rates would sub- 
ject the gain to a rate higher than appro- 
priate for the true circumstances of the 
taxpayer. Fluctuation of rates would con- 
tribute a fortuitous element in taxing the 
gain, especially where the year of realiza- 
tion was beyond the control of the taxpayer. 
Together these considerations seem to pre- 
sent a strong case for not taxing realized 
capital gains in the same fashion as regu- 
larly recurring elements of income. 


This argument, however, has a very limited 
scope. Rather than arguing for special 
treatment of capital gains generally, it 
speaks for special treatment only if gains 
are to be taxed as income exclusively in 
the year of realization. To this extent, the 
position seems unassailable. Its only weak- 
ness is that while the prescription fits the 
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disease, the disease itself is unnecessary. If 
it is unfair to tax the gain in a single year, 
the obvious course is not to do so. This 
does not necessitate taxing unrealized gains 
and thereby taking on the burden of periodi- 
cally revaluing capital-type assets. It re- 
quires merely that taxpayers be permitted 
to spread out their capital gains in some 
fashion over a block of years. Such a sys- 
tem would avoid any serious bunching effect 
from taxing realized gains under progres- 
sive rates; and it would go a long way 
towards eliminating the fortuitous impact 
of fluctuating rates on realized gains. 

Thus while this argument is indeed strong, 
its thrust is for an averaging arrangement 
and not for partial or total exemption of 
capital gains. Nor is its reach limited to 
capital gains. There are many varieties 
of income not classed as capital gains which 
are experienced in a nonrecurring, bunched 
fashion. The equity of the tax system 
would be immeasurably improved if all 
of them could be averaged over a period 
of years. 


A last gasp of the argument is the line 
that although averaging would be fairer, 
it is administratively impractical. This be- 
gins to look increasingly like an excuse, 
especially since our law has come to adopt 
numerous near-averaging mechanisms for 
particular kinds of receipts. General aver- 
aging would make these and many other 
special provisions in the law unnecessary. 
A move in that direction would not further 
complicate the income tax but would serve 
instead to provide the touchstone for simplify- 
ing it. 

In any case, preferential treatment for 
capital gains can never achieve a result 
comparable to a spreading-out arrangement. 
The latter will always tax gains at rates 
which tend to be appropriate for the income 
levels of the individuals involved. A prefer- 
ential treatment will either tax gains at 
rates which are too low for all gainers or, 
worse yet, at rates which are too low for 
some and too high for others. In some 
instances it might even accord special treat- 
ment where the gains act to stabilize in- 
comes which otherwise would fluctuate. 

The argument, however, has at least this 
strength: Undoubtedly some preferential 
treatment of capital gains is fairer than 
taxing them in full without allowing a 
spread, 


(17) Capital gains should not be taxed 
in full because capital: losses cannot be 
allowed full deductibility—This is closely 
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related to the argument that capital gains 
should not be taxed in full because of the 
bunching effect. Here the point is that it 
would be unthinkable to allow taxpayers to 
deduct their capital losses in full while they 
have control over the timing of realizations. 
Like capital gains, capital losses frequently 
develop over many years. If taxpayers had 
free rein in choosing the year of deduction 
by selecting the time of realization, they 
would be in a position to take their losses 
in high tax years and their gains in low 
ones. Such an arrangement, it is contended, 
would stack the odds too much in favor of 
taxpayers; and the whipsawing potential 
would be unconscionably great if unrealized 
gains escaped tax at death or gift. 


Of course losses should not be allowed 
in full while gains can escape tax com- 
pletely. The challenging question is whether 
full deductibility is feasible and desirable 
assuming the escape routes are closed. Per- 
mitting the taxpayer to average taxable in- 
come over the years does not aid here since 
it is to his advantage to have taxable income 
vary inversely with the rates. Only manda- 
tory averaging would wholly protect the 
revenues from deliberate efforts to create 
peaks and valleys in taxable income. The 
danger from such tax planning, however, 
is likely to be very slight in any event. 
If the past is a guide, there will be rela- 
tively few occasions on which taxpayers 
can confidently wager on matching their 
anticipated incomes with predicated rate 
changes; and over the years taxpayers prob- 
ably will continue to bank primarily on a 
leveling of income as the safest course for 
minimizing taxes. To the extent that free- 
dom in timing realization of gains and 
losses aids in ironing out fluctuations in 
income, it does not confer an undue advan- 
tage but has positive merit, especially if 
averaging is available to taxpayers generally. 


Nevertheless there is a fear that unlimited 
deductibility of capital losses would have a 
disastrous effect on the revenues in times 
of economic decline.” Holders of unsuccess- 
ful investments, it is said, would immedi- 
ately realize sufficient capital losses to offset 
their taxable incomes and thus defer pay- 
ment of all taxes. Undoubtedly this over- 
states the case. Certainly there will be 
many investors who prefer to save their 
losses to level out their incomes in the 


%” See Final Report of Royal Commission on 
the Taxation of Profits and Income (1955), Ch. 
4; also see ‘‘Memorandum on the Taxation of 
Capital Gains (1952) by the Board of Internal 
Revenue,’’ contained as an appendix to the 
final report. 
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future; and if tax rates are varied counter- 
cyclically, investors will not have an abund- 
ance of losses in boom times, when rates 
are high, or of gains in depressed times, 
when rates are low. But the more decisive 
answer is that during an economic decline, 
the government should welcome reduction 
of tax collections, through realization of 
losses, as a built-in means of countering 
the recession.” 


Another concern expressed is that full 
deduction of capital losses would encourage 
speculation. This is largely conjecture. We 
simply do not know whether full taxation 
of gains, plus full allowance of losses, would 
produce more short-run trading in assets 
than bargain treatment of gains, plus limited 
deductibility of losses. It might be ob- 
served, however, in anticipation of a later 
argument,” that the line between specula- 
tion and investment is hard to find, but 
nonetheless those who deplore full allow- 
ance of losses on grounds of inducing specu- 
lation frequently also condemn full taxation 
of gains on grounds of impeding investment. 
Perhaps consistency would more readily 
appear if speculation were recognized for 
what it is—an aspect of investment. 


Occasionally it is contended that losses 
cannot be allowed in full since the constitu- 
tion prohibits taxing unrealized gains at 
gift or death. In times past the constitu- 
tional barrier seems to have been formid- 
able. Today it is little more than a debater’s 
point. Every recent Supreme Court deci- 
sion dealing with the ¢onstitutionality of 
federal income tax provisions gives assur- 
ance that the present Court would unhesi- 
tatingly validate a law which blocked the 
escape of gains at gift or death. 


(18) Capital gains should be exempt be- 
cause it is impractical to tax unrealized 
gains.—Taking this argument seriously would 
be difficult if it did not keep recurring in 
such a variety of forms. 


While every so often somebody proposes 
that unrealized capital gains (and losses) 
be taken into account in computing income, 
there has always been an overwhelming 
sentiment against putting taxpayers and tax 
administrators to the additional work neces- 
sarily entailed. All such proposals call for 
revaluing capital-type assets periodically, 
possibly at the end of each taxable year. 


, - See Argument 8 in favor of taxing gains in 
ull, 

% See Arguments 21 to 23 against taxing capi- 
tal gains in full. 
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This would greatly inconvenience the many 
taxpayers who paid little attention to the 
prices of their investments. Its impact 
would be even more drastic on taxpayers 
who had to sell assets to pay the taxes on 
their gains, especially where the property 
was of a type which, like real estate, could 
not readily be marketed in small units. 
Clearly it is more practical all around to 
wait until an asset has been disposed of be- 
fore taking gain or loss into account. Where 
disposal is by sale, no further valuation 
ordinarily is required and funds for taxes 
are available from the proceeds; and in 
other dispositions a valuation would be 
needed only once, and then often under cir- 
cumstances which aid in arriving at value, 
as in the case of exchanges. 


Sound as these objections to taxing un- 
realized gains are, they offer no support for 
exempting all gains. The chief discrimina- 
tion today between taxing realized gains 
and not taxing unrealized gains lies in the 
escape of unrealized gains at death or gift. 
Were these leaks to be closed, in the end 
there would be no serious differential be- 
tween the treatment of realized and un- 
realized gains since all gains would ulti- 
matly be taken into account. The only 
disparity remaining would be that taxpayers 
who realized gains earlier rather than later 
would be taxed earlier rather than later, 
with the taxpayer sometimes perhaps being 
in a favorable position to gamble on changes 
in the rates.” 


(19) Most capital gains are fictitious in 
that they merely reflect an inflation.—In an 
inflation, by which is meant a decline in the 
purchasing power of money, the dollar value 
of real assets and equities increases. This 
occurs because the supply of these prop- 
erties generally is not affected while the 
demand for them increases since more dol- 
lars are available to potential purchasers. 


If, for example, the number of dollars were 
to be doubled overnight, we would expect 
the prices of real assets and equities to 
double as well. In the past decade and a 
half our economy has experienced an infla- 
tion which approaches this 100 per cent 
figure and, on the average, prices of real 
assets and equities have responded in the 
manner to be expected. For the economy 
as a whole it can be said that this rise in 
the value of assets is attributable principally 
to the decline which has taken place in the 
purchasing power of the dollar. As meas- 


48 This point is further developed in connec- 
pe with Argument 21 against taxing gains in 
ull. 
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ured by the 1940 dollar, the increase can be 
said to be fictitious. 


While it is tempting to jump from this 
to the conclusion that capital gains should 
not be taxed because they are illusory, the 
analysis requires further development. To 
begin with, it is patent that not all capital 
appreciation since 1940 is accounted for by 
the inflation. Not all real assets or equities 
have about doubled in price since then; 
some have more than doubled, some have 
risen by a lesser amount, and some have 
actually declined in price. Many factors 
affecting the prices of assets are constantly 
at work. Thus, there is anything but a 
close correlation between the prices of par- 
ticular things and changes in the value of 
the dollar. 


It would nonetheless be possible to adopt 
arbitrarily a presumption that the correla- 
tion between the value of the dollar and 
the price of each asset is perfect. Only ap- 
preciation in excess of the inflation would 
be then regarded as real. To implement 
this idea it would be necessary to have offi- 
cial calculations of the amount of inflation 
between the dates of acquisition and dis- 
position of assets—which perhaps could be 
rounded off to show price level changes 
between all quarters or years from a base 
date (say January, 1940) and the present. 
Since a price level index is only a composite 
of the prices of particular items, the com- 
ponents of the index would have to be 
agreed upon. Here conflicting considera- 
tions might come into play. Should the 
index, for example, reflect only changes in 
the prices of goods and services which can 
be consumed through the expenditure of 
money? If so, for how high a standard of 
living should the consumption items be 
representative? Or should the index reflect 
changes only in the prices of capital-type 
assets since it is to be applied mainly to 
them? And if so, should there be a separate 
index for the various major types of invest- 
ment assets? Or should the index combine 
consumption and investment items, and in 
what proportions? 

These difficulties aside, the suggestion 
immediately raises the problem of persons 
who were not sufficiently fortunate to keep 
pace with the inflation, If only apprecia- 
tion which outstrips the inflation is to be 
considered as a real gain, then it should 
follow that anything less is a real loss. The 
suggestion also logically carries over to 
price changes in a deflationary period. A 








loss is not a real loss but a gain, unless it 
outruns the deflation; and a gain by the 
same reasoning must be adjusted upward 
to reflect the increased value of the dollar. 


Moreover the suggestion, unless adapted 
and extended, would discriminate between 
persons who disposed of their capital assets 
and enterprisers who continued to use them 
in operating their businesses. To achieve 
equality in an inflation, the enterpriser 
should be allowed to write up his assets, in 
accordance with the index, for purposes of 
computing depreciation charges in the future. 
Conversely, in a deflation he should be re- 
quired to write down his basis, thus limit- 
ing total depreciation charges to an amount 
less than original cost. 


Surely the absurdity of the suggestion is 
by now apparent and it had best be dropped. 


Still, the point is made that perhaps 
merely exempting all capital gains in whole 
or part accomplishes the most available and 
practical rough justice, given the inflation 
we have experienced. The foregoing an- 
alysis does not bear this out. Simple across- 
the-board exemption would lump together 
all gains, whether or not they had any 
relation to the inflation, and would ignore 
completely the plight of those who were 
hurt most by the monetary change. It 
would overlook the fact that the gainers 
are better off by the amount of their gains 
than those who held money or money 
claims. Not the least merit of full taxation 
of capital gains is that it would tend to 
mitigate the redistribution of income and 
property caused by inflation. If redistribu- 
tion by inflation is unfair, then surely taxa- 
tion of inflationary gains does not move in 
an inequitable direction. 


Finally, it is evident that inflations and 
deflations are risks which, by and large, 
are open to investors to deal with, but that 
not all people are equally successful in this 
game. It hardly seems fair to reward the 
skillful by exempting their good fortune 
from tax. 


(20) Some capital gains are fictitious in 
that they merely reflect a fall in the interest 
rate.—This is a parallel of the broader ar- 
gument that capital gains associated with 
inflation are illusory. The inflation argu- 
ment refers to a general rise in the price 
level; here the reference is to a change in 
prices of fixed-income securities—bonds and 
preferred shares—as a result of a fall in 


interest rates. When interest rates drop, 
outstanding fixed-income securities rise in 
price because their yields at previous prices 
would be out of line relative to those on 
comparable securities issued unc zr the new 
lower interest-rate conditions. The rise 
equates yields on the new and old issues. 
An investor whose security so rises (and 
this assumes that we can isolate and meas- 
ure the change in interest rate and associate 
the rise in security price with it) has an 
unrealized capital gain. If he wishes to 
preserve the dollar amount of interest or 
dividends he has been receiving, he must 
keep all of this capital invested since the 
income flow produced by the lesser amount 
of capital at the old, higher interest rate 
can be maintained at the new, lower rate 
only by the appreciated amount of capital. 
The investor, when viewed in terms of the 
flow of interest or dividends on his invest- 
ment, is thus no better off after the appre- 
ciation than before. 


To regard such appreciation as therefore 
illusory is itself an illusion. While the in- 
vestor’s flow of interest remains constant, 
he is now able to command more goods 
and services if he wishes to spend his cap- 
ital. In this respect his economic position 
has improved relative to all those whose 
capital remained unchanged in value. Even 
if he wishes to continue to keep his capital 
invested, the appreciation has put him ahead 
of those who had not invested in fixed-in- 
come properties before the interest rate 
dropped. They likewise will be faced with 
a lower interest rate on new investments, 
but their capital will not have increased 
because of the fall. Everyone, in short, is 
in the same boat in that a given sum in- 
vested now will produce less fixed income; 
however, the man who invested before the 
fall is in a better position than all the others 
because (perhaps with keen foresight) he 
invested earlier. In this respect, too, his 
capital gain is real. 


(21) A tax on capital gains impairs the 
mobility of capital—This is probably the 
most widely publicized argument against 
taxing capital gains.* The popularized ver- 
sion of it follows these lines: Assume an 
investor owns an asset which has appreci- 
ated in value substantially. Like any in- 
telligent investor, he will weigh periodically 
the desirability of continuing this invest- 
ment against holding cash or purchasing 
some other asset. If there were no tax on 





4% See Brown, The Locked-in Problem (Papers 
on Federal Tax Policy for Economic Growth 
and Stability, Subcommittee on Tax Policy, 
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capital gains these decisions would be based 
on the merits of the alternatives. A tax on 
capital gains interferes by adding a tax cost 
to selling the existing investment without 
adding a comparable cost to keeping it. In- 
vestors as a class thus will be more disposed 
to hold on to appreciated investments, and 
capital will become less mobile. 


This alleged result is undesirable both 
from the point of view of the individual in- 
vestors and the whole economy. The indi- 
vidual is unable to alter his investment 
program to meet his changing needs with- 
out in effect suffering a tax penalty. A 
person reaching older years, for example, is 
impeded in switching from riskier common 
shares to more conservative securities. The 
economy suffers because investment deci- 
sions reached on the merits alone result, 
presumably, in the most efficient allocation 
of resources. By favoring the continuation 
of existing successful investments, a capital 
gains tax produces a less economic utiliza- 
tion. An important instance is said to be 
‘hat young enterprises find it more expen- 
sive to obtain equity capital since many 
potential suppliers of this vital element have 
already made successful commitments from 
which withdrawal would be costly taxwise. 
Control over assets consequently may not 
pass to persons most willing to press for 
their best or most vigorous use. 


These indeed are formidable indictments 
against taxing capital gains, calling for close 
scrutiny. 


The argument assumes that gains are 
taxable only when realized. Its foundation 
would cease to exist if gains were taxed 
as experienced, whether or not realized, for 
the tax then would not discriminate be- 
tween selling and holding an investment. 
Since the argument rests on this discrimina- 
tion, it can be viewed as dealing not with 
the effect of taxing realized capital gains, 
but with the consequences of omitting to 
tax unrealized gains. To a considerable 
extent the premium today on retaining exist- 
ing investments derives from the complete 
escape of unrealized gains at death. As a 
person’s expected life span shrinks, the at- 
traction of the escape grows. If unrealized 
gains at death (and gift) were taxed, the 
handicap against realizing a gain would be 
limited to the difference between the present 
value of paying the tax now and paying it 
at some future date. While computation 
of this handicap, to be precise, would have 


% See Heller, Investors’ Decisions, Equity, 
and the Capital Gains Tax (Papers on Federal 
Tax Policy for Economic Growth and Stability, 


Capital Gains Arguments 


to take account of any difference in the tax 
rate now applicable and that expected later, 
under most circumstances the possibility of 
a decline in rates would be fully offset by 
the possibility of an increase. The most 
noteworthy exception is that under progres- 
sive rates the investor might soundly an- 
ticipate that his average rate will be lower 
in the future simply because his income will 
be less. But an opportunity to even out 
fluctuations in income hardly should be ob- 
jectionable, especially if averaging is avail- 
able to taxpayers generally. 


The argument thus is a powerful one for 
taxing unrealized gains in the special case 
of dispositions at death and by gift; and its 
merits as to taxing realized gains in full are 
to be considered on the assumption that 
this leakage of gains from the tax base has 
been stopped. 


The degree of immobility which would 
result from taxing capital gains in full is 
unpredictable. We know little about the 
impact of the present bargain-rate treatment 
on investment mobility; and whatever data 
we have would be inapplicable if it is as- 
sumed that regular tax rates governed cap- 
ital gains, that leakage at death or gift 
was ended, and that gains could be spread 
out over a period of years. Several obser- 
vations, however, may nevertheless be of- 
fered.” Not all investor judgments are 
affected by a premium on retention. Many 
institutional investors are exempt from tax 
anyhow, and the relative holdings of this 
group have been growing constantly. Nu- 
merous private investors all but ignore these 
tax considerations because of misunderstand- 
ing or inertia, or a policy of investing for 
the long pull, or a wish to keep control of 
their enterprises, or a program of active 
trading in which market movements alone 
dominate investment decisions. In many 
instances a capital gains tax cannot be an 
influence since realization occurs involun- 
tarily, as where bonds mature or preferred 
shares are redeemed. But though these 
neutralizing factors could be expanded, for 
investors in the aggregate a full tax on 
realized capital gains nonetheless on balance 
would tend to immobilize capital by put- 
ting a premium on retention. 


Still, the resulting immobility is not to be 
overdramatized. It is highly improbable 
that the locking-in tendency of the tax 
would cause any substantial amount of in- 
vestment to remain in dying or stagnant 
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industries or dry up the sources of equity 
capital for dynamic and promising ones. 
The intelligent investor is unlikely to be 
lured by the tax into remaining with a 
sinking enterprise, for he understands that 
a partial after-tax gain is always better 
than a loss; and the unintelligent investor 
is unlikely to become less intelligent merely 
because capital gains are taxed in full. 
Furthermore, the intelligent investor will 
recognize that appreciation possibilities in a 
growing enterprise may outweigh the in- 
terest lost in paying the tax on successful 
commitments now, rather than at a later 
date; and the role of the unintelligent in- 
vestor in financing new risky enterprises is 
so little understood that we cannot even 
guess how the locking-in tendency of the 
tax might affect it. 


No review of the immobility argument, 
1oreover, would be complete without at- 
tention to capital losses. Presumably, com- 
plete exemption of capital gains would be 
accompanied by total nondeductibility of 
capital losses; and full taxation of capital 
gains would be accompanied by full allow- 
ance of capital losses on some basis (al- 
though this has not always been the case in 
fact). During a period of economic decline, 
the unlimited deductibility of losses would 
tend to make capital more rather than less 
mobile since there would be a tax incentive 
to realize losses. In depressed industries 
or stagnant companies, where capital mo- 
bility might be especially important, the 
deductibility of losses should facilitate the 
passage of control over assets into new 
and more vigorous hands. 


Finally, we should not overlook the pos- 
sibility that constant shifting of investments 
may not be an unalloyed good. Our enter- 
prise system perhaps would function more 
responsibly and effectively if investors gen- 
erally were more interested in the long-range 
operations of their companies than in the 


movements of the securities market. From 
the viewpoint of the economy their time 
might then be spent more productively. 


(22) A tax on capital gains aggravates 
fluctuations in the securities market.—This 
is another branch of the argument that 
taxing capital gains impairs the mobility 
of investment capital, resting exclusively on 
the locking-in tendency of the tax. The 
contention, stated simply, is that in a “boom” 
market, when many investors have unre- 
alized gains, the tax tends to reduce the 


% See Somers, ‘‘An Economic Analysis of the 
Capital Gains Tax,’’ 1 National Tax Journal 
226 (1948); Gemmill, “The Effect of the Capital 
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supply of equities offered for sale at any 
given level of prices. The market for shares 
already advanced in price hence will be 
thinner than otherwise, and supply and de- 
mand will be equated at higher price levels. 
In a “bust” market, so the argument goes, 
the tax has an opposite effect. Investors 
with capital losses will be under pressure 
to sell their shares in order to have de- 
ductible realized losses, and the market 
decline thus will be furthered.” 


Before inspecting this argument we might 
note that it is not self-evident that the mag- 
nitude of swings in the securities market is 
important for the economy. Considerable 
attention has been paid to the market as an 
indicator of economic trends; and many au- 
thorities have held the view that great 
swings in the market have an unstabilizing 
effect on the economy generally, leading to 
overinvestment or underinvestment by en- 
terprises. These views, however, are by no 
means universally accepted among econo- 
mists. A considerable number believe that 
proper government policy, particularly mone- 
tary policy, can achieve a desired degree of 
economic stability regardless of movements 
in security prices, and that a program for 
economic stability had best ignore the se- 
curities market. 


Whatever the consequences of market 
swings, on closer analysis it does not ap- 
pear that the locking-in effect of a tax on 
realized gains amplifies fluctuations, assum- 
ing no escape of gains at gift or death. The 
argument is unconvincing because it usually 
neglects to put both supply and demand for 
equities in proper perspective. If the tax 
discourages owners from selling during 
boom conditions, it likewise discourages 
those potential purchasers who are op- 
timistic about further appreciation. A ready 
answer might be that for successful owners, 
the tax factor is definite and calculable, 
while for hopeful purchasers it is at best 
uncertain and in the indefinite future. This 
point, however, loses sight of the fact that 
at least in a rising market most sellers are 
also potential buyers, so that the proceeds 
from sales are available to fund new pur- 
chases. The tax acts to reduce demand for 
equities by curtailing these funds. 


Thus the tax affects both supply and de- 
mand conditions in a rising market. Supply 
will be “tighter” because the tax will make 
owners more reluctant to sell at given prices; 
and demand will be “softer” because the 
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tax will cause some investors to feel locked 
in and to that extent eliminate them as po- 
tential purchasers, because it will make 
investment less attractive to potential new 
purchasers at given prices, and because it 
will leave successful sellers with less funds 
to reinvest. Whether these effects will 
cause prices to rise more than otherwise 
depends on whether the change in supply 
conditions will be relatively greater than 
that on the demand side. While such a 
development might seem plausible in the 
case of a single security, there is no basis 
for believing that it will take place over the 
securities market as a whole. 


A comparable observation is applicable to 
a depressed market. Unless we can be 
shown that the tax “softens” supply condi- 
tions more than it “tightens” demand, we 
are not justified in concluding that the 
locking-in effect deepens the market decline. 


(23) Exemption of capital gains increases 
investment by business.—The investment 
referred to here is acquisition of capital- 
type assets, such as plant and equipment, 
by the business community, and not the 
purchase of securities by investors. Se- 
curity purchases might be a link in financing 
the investment by enterprisers, but this ar- 
gument for exemption is concerned directly 
with investment by enterprisers. 


The argument has two facets. One rests 
on the consideration that if people were 
provided with a route by which earn- 
ings from their savings could escape tax, 
they would be encouraged to save more and 
spend less, and the increased savings would 
support a greater total real investment by 
business. The other aspect of the argument 
is that exemption of capital gains would 
encourage enterprisers to undertake more 
real investment. A high income tax, by 
which the government takes a large share 
of any profit, renders enterprisers reluctant 
to make certain investments which other- 
wise appear attractive. It is said that exemp- 
tion of capital gains would provide a vehicle 
for the enterpriser to keep more of his 
profits under various circumstances, and 
thereby overcome this reluctance. 


The central point here is certainly correct: 
The exemption of capital gains will promote 
business investment. Nonetheless several 
caveats about the argument are in order. 
First, to a large extent business investment 
is motivated by the expectation of regular 
profits, royalties or rents, which are taxed 
at the ordinary rates. Particularly in the 
case of going enterprises, the preferential 
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treatment of capital gains is unlikely to have 
an important bearing on investment deci- 
sions (or, for that matter, on operating 
policies). Second, the capital loss side of 
investment is germaine. Not all enter- 
prisers will be in the same position, and for 
some the ability to deduct losses might be 
as important in investment decisions as the 
nontaxability of gains. But given the usual 
optimism of enterprisers, it seems probable 
that the exemption of gains would be a 
greater total incentive to investment than 
the full deductibility of losses. 


On these grounds, how strong is the case 
for not fully taxing capital gains? Underly- 
ing the argument is the notion that any in- 
crease in the quantity of business investment 
is desirable. Of course investment in- 
creases productivity, and higher productivity 
makes for an improved standard of living 
in the years to come. But investment is 
not without cost to society. Setting aside 
part of current income for additional invest- 
ment means holding down the present level 
of consumption for the sake of envisaged 
increased consumption in the future. Larger 
investment also means more rapid change 
in the economic aspects of our lives. This 
in turn is likely to be accompanied by more 
rapid change in our social structure. All 
of these are important offsets to be con- 
sidered in proposing that business be stimu- 
lated to a higher level of investment. 


It has been argued, however, that ex- 
clusion of capital gains would not induce 
an artificially high level of business invest- 
ment—that at best it would only bring in- 
vestment part way up to the level we would 
enjoy absent an income tax. That hypo- 
thetical level presumably would not be too 
high, being based upon the combined deci- 
sions of all individuals. Thus it would 
seem that any lower level, reached through 
exempting capital gains, could not be ob- 
jectionable as being too high. The vice of 
this argument is that the level produced by 
exemption of capital gains might well ex- 
ceed the hypothetical one. If the income 
tax were replaced with other levies which 
were indifferent in burden as between sav- 
ings and consumption, and which produced 
the same total tax revenues, the tax system 
could be neutral to business investment; but 
an income tax with an exemption for capital 
gains is not neutral since it positively favors 
business investment as against alternative 
activities. 

Whatever the demerits of its potentiality 
for promoting excessive investment, capital 
gain exemption has a more serious draw- 
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back as an economic incentive. Business 
investment takes a great variety of shapes. 
It includes not only the construction of 
plants and equipment, but also the acquisi- 
tion of skills, the development of enterprise 
patterns, and the building-up of relationships 
in utilizing resources. That any definition 
of capital gains would equally facilitate 
turning each of the many varieties of in- 
vestment into capital gains is most unlikely. 
Consequently the exemption of capital gains 
tends to produce a distorted deployment of 
society’s resources. 


In one situation this lack of neutrality 
sometimes is offered as additional support 
for not taxing capital gains. The contention 
is that exemption puts a premium on risky 
business ventures ‘inasmuch as when they 
are successful the capital appreciation is 
‘ likely to be relatively. large and the ordinary 
income relatively small. This is possibly 
the most defensible bias, given a progres- 
sive income tax. Such a tax itself is biased 
in the opposite direction; its repressiveness 
of investment varies directly with the riski- 
ness of the investment, even if losses are 
deductible in full. The pay-off for a suc- 
cessful risky investment will be compara- 
tively large and hence subject the winner 
to the higher rates of tax, while a loss 
would be deductible from his other income 
which, we may assume, comes under lower 
rates, Thus a progressive tax changes the 
odds on winning and losing simply by put- 
ting a differential value for the investor on 
a dollar won and a dollar lost. Again, how- 
ever, exemption of capital gains may do 
more than merely correct for this bias. 
Quite probably, for the reason already ob- 
served, it would push the most risky kinds 
of business investments to an abnormally 
h'gh level. 


Much has been said in recent years about 
the virtues of risky ventures in a private 
enterprise society—so much, that we might 
‘orget that often there is only a thin line 
between risky and foolish ones. It may 

ell be foolish to construct a tax system 
which encourages too many people to cross 
that line too often. 


(24) Exemption of capital gains is a 
justifiable flank attack on unwarrantedly 
steep surtax rates.—This is less an argu- 
ment and more a statement of Realpolitik. 
Stripped of usual rhetorical trappings, it 
generally asserts that our graduated tax 
rates reach overly high levels, that politics 
prevent reducing them substantially, and 


that sheltering capital gains is one of very 
few available means of accomplishing a 
reduction indirectly. Under this approach 
the nature of capital gains is unimportant. 
All that counts is that the nominal tax 
rates be effectively circumvented. 


Much of the support for sheltering capital 
gains undoubtedly rests squarely on this 
attitude. The case for progressive taxation 
is uneasy;” and the case for our very steeply 
graduated rates is doubly so. Nevertheless 
in the present political climate a direct as- 
sault on these rates is most unlikely to go 
very far. The dissatisfied are thus under- 
standably tempted to take the opportunistic 
path of undermining the rate structure from 
within wherever the chance appears. The 
capital gain apparatus is ideally suited for 
this operation. It is little understood; most 
people have never enjoyed a capital gain; 
the concept appeals to lawyers and account- 
ants who are accustomed to distinguishing 
between capital and income; and financial 
experts and publicists are likely to reflect 
the enthusiasm of the stock exchange for 
going lightly on capital gains. But while 
the maneuver has succeeded in the past, it 
entails increasing dangers which might in 
time outweigh the burdens imposed by ex- 
isting rates, however unsatisfactory they are 
thought to be. 


One need not be a moralist to recognize 
that gutting a tax structure at some point 
runs the risk of toppling it altogether. A 
progressive income tax might not be the 
fairest tax ever devised, but before our 
confidence in the taxation of income is de- 
stroyed, we at least should consider whether 
any alternative is better. Short of a collapse 
of our income tax, there is the greater dan- 
ger we will be forced to live with a tax so 
honeycombed with special preferences as 
to lack all semblance of fairness and whose 
chief attribute is complexity. We seem to 
be rapidly approaching this stage now. It 
has become virtually impossible to state 
meaningfully the relative tax burdens im- 
posed on persons in different walks of life. 
While some pay tax at the regular rates, 
others in precisely the same economic situ- 
ation pay at special capital gains rates or 
at a special depletion rate, or pay no tax 
at all. The dollar is being abandoned as 
the measure for comparing incomes. Pref- 
erence breeds preference, and there is no 
end of the process in view. 


There is yet another danger in this Real- 
polittk approach to taxation. Those who get 





See Blum and Kalven, The Uneasy Case for 
Progressive Taxation (1953). 


260 


April, 1957 © TAXES — The Tax Magazine 











the advantage of sufficiently important spe- 
cial preferences lose interest in facing-up 
to the problem of improving the tax system 
as a whole. The very persons who might 
furnish the energy and intelligence for 
sound reform are thus transformed into in- 
active bystanders or opponents of construc- 
tive change. In our system the sheltering 
of capital gains may have contributed most 
to this process. We need only observe how 
many taxpayers would now refuse to give 
up the bargain rates on capital gains for 
a major reduction in the steepness of our 
graduated rates. 


What has been said applies equally to 
the economic aspects of the tax. Perhaps 
the present nominal rates do act to reduce 
savings substantially and dry up equity 
investments; but though exemption of capi- 
tal gains is a counteragent, the essential 
need is for re-examining our basic position 
and not confusing it. 


Two postscripts should be edded here. To- 
day’s rates for taxing capital gains un- 
doubtedly are lower than the top surtaxes 
which are foreseeable in the near future 
even though our progression were very 
substantially moderated and spreading-out 
of gains were permitted. To be realistic 
we must recognize that high nominal rates 
of tax are thought by many to serve im- 
portant functions in our society, if only as 
symbols. Furthermore, a special rate for 
capital gains seems to afford a better pro- 
tected tactical position than a general sur- 
tax reduction. The fear is that eliminating 
special treatment for gains and reducing 
surtaxes would be an unstable combination 
under which surtax rates might rise in 
times hostile to restoration of the prefer- 
ence. While these factors help us under- 
stand the Realpolitik view, and perhaps 
even sympathize with it, they do not make 
it more meritorious; and, as always, the tax 
burden from which capital gainers are re- 
lieved must be borne by other taxpayers. 


(25) By now we should feel estopped 
from taxing capital gains in full—The es- 
toppel argument is familiar in the field of 
taxation. It makes the point that some 
taxpayers have come to rely on the presence 
or absence of a particular provision in the 
» law, and that, therefore, change would be 
unfair to them. The point is well taken 
insofar as it serves to remind us that 
change in taxation ought not be undertaken 
lightly and may involve special transitional 
problems which need attention. Were the 
notion of legislative estoppel pushed beyond 
these functions, however, we soon would 
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find ourselves prevented from making any 
important modifications in the tax structure. 
Virtually every major component of the 
existing law could be claimed by some 
taxpayers on elements of reliance. The 
short answer to the general estoppel argu- 
ment is that taxpayers have always known, 
or reasonably should have known, that no 
law is less permanent than tax law. In the 
capital gains area in particular, change has 
been especially frequent and debate over 
the basic issue has almost never ceased. 


A transitional problem probably would be 
encountered if we were again to tax capital 
gains at the ordinary rates. If the change 
were to be effective as of the time of its 
enactment, there likely would be a wave of 
realizations to take final advantage of the bar- 
gain rates. On the other hand, if the change 
were to be effective as of its first official 
debut, the result would approach retroactive 
legislation. In either event the community 
would face considerable uncertainty while 
the proposal was under consideration; but 
this in itself would adequately flag the 
transitional problem. 


Arguments for Taxing 
Capital Gains in Full 


(1) A dollar of capital gain is like any 
other dollar of economic gain.—This is the 
basic case for equalizing the treatment of 
capital gains and other income. It stands 
by itself and requires no exposition. It 
asserts a simple proposition: A man having 
a dollar of capital gain can command the 
same amount of economic power with it as 
with a dollar of economic enhancement in 
any other form. 


The reverse side is also self-explanatory. 
A capital loss is as much a negative factor 
in measuring income as other losses in- 
curred in gainful activities. To deny full 
deduction of capital losses is unfair to the 
losers. To do so on the ground that capital 
gainers are being given a break on taxes is 
to underscore the inequity. 


Implicit in these views is a fundamental 
conception of income for tax purposes. In- 
come should not consist of particular kinds 
of receipts; income should be a measure- 
ment of the total relative change in the 
taxpayer’s economic position during a period 
of time. 


(2) Preferential treatment of capital gains 
undercuts the redistributive effect of a pro- 


gressive income tax.—A progressive income 
tax redistributes income. For many this is 
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its chief virtue; but whether regarded as 
a virtue or vice, the fact is that progression 
has the effect of making incomes more 
equal after tax than before. Preferential 
treatment for capital gains interferes with 
the redistributive potential by substituting 
bargain rates for the surtax rates. In this 
respect limited taxation of capital gains 
is inconsistent with any general scheme of 
progressive income taxation. It blunts the 
redistribution because, on the average, capi- 
tal gains form a bigger fraction of larger 
than smaller incomes. At the same time it 
distorts the redistribution inasmuch as per- 
sons in similar economic circumstances 
enjoy widely differing amounts of capital 
gains. 


(3) Preferential treatment for capital gains 
is the main source of complexity in our 
income tax.—The fact here can be readily 
verified. A quick perusal of the income 
tax statute will reveal that more provisions 
tie in with the capital gains apparatus than 
with any other matter. The capital gains 
family of provisions appears to be growing 
at the fastest clip; and the greatest single 
obstacle confronted by those attempting to 
simplify the law has been the preferential 
treatment of capital gains.” 


This calls for explanation. A capital gain 
in the context of an income tax is a wholly 
arbitrary concept created exclusively by the 
tax law. It is easy to be misled into think- 
ing otherwise. We know that accountants, 
economists, businessmen and lawyers fre- 
quently speak of capital and income, and 
it would seem that tax law could borrow 
from the meanings they have developed. 
But closer inspection shows that tax law 
can get little aid from these quarters be- 
cause their uSages are too narrow, or too 
broad, or too indefinite, or not in point. 
The accountant’s primary use of the term 
“income” is too narrow in that it generally 
centers around profit or loss from regular 
recurring operations; his use of “capital” is 
not helpful because it usually refers to the 
valuation of assets committed to a venture, 
and his conventions here deal mainly with 
when to reflect changes in value. He sel- 
dom has occasion to use the term “capital 
gain,” except possibly to denote a gain 
which is to be reflected directly on the 
balance sheet or is to be noted on the in- 
come statement as extraordinary. The 
economist’s main use of “income” is too 
broad in that it concerns change in economic 


148 See Surrey, ‘‘Definitional Problems in Capi- 


tal Gain Taxation,’’ 59 Harvard Law Review 
985 (1956). 
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position—that is, gain—during a period of 
time; his use of “capital” is of no help be- 
cause it ordinarily refers to present value 
of expected future receipts or to a stock 
of goods. He virtually never is confronted 
with the task of separating “gain” into 
ordinary income and capital gain, unless for 
the purpose of distinguishing between an 
expected and unexpected rise in the price 
of an asset. The businessman’s use of both 
“income” and “capital” is indefinite to the 
point of being colloquial; most likely he is 
echoing imprecisely the usages of the ac- 
countant. Finally, the lawyer’s meanings 
of “income” and “capital” are not helpful 
because they have been derived in part from 
the tax law itself and in part from property 
law dealing with ownership questions un- 
related to the capital gains tax issue. 


This is net to say that tax law cannot 
find conceptions of capital gains to copy and 
expand, Rather, the difficulty is that there 
are too many different ones and they are 
inconsistent with each other. Thus the tax 
law struggles to incorporate such diverse 
notions of capital gains as unusual or non- 
recurring gains; gains due to market fluctua- 
tions; unexpected gains; gains accruing 
over long periods of time; gains not at- 
tributable to services rendered by the gainer. 


Both capital gains and ordinary income 
are dollar improvements in economic posi- 
tion, and since the two cannot be distinguished 
on this—their essential attribute—the law 
must have recourse to other characteristics. 
These, however, will be matters of form 
and therefore often in the control of the 
taxpayers; and so the law feels compelled 
to erect rather elaborate barriers to restrict 
taxpayers’ freedom to maneuver into the 
capital gain category. Taxpayers naturally 
continue to explore for ways around these 
barriers, and as new holes become exploited 
the law builds additional barriers. The 
whole process seems to be almost Self-sus- 
taining. In any event it keeps the law well 
supplied with complexities. 


This becomes clearer when we look at 
the principal boundaries our law has at- 
tempted to establish and maintain in de- 
fining capital gains: (1) Speculative profits 
are not capital gains, but investment profits 
qualify. This requires differentiating activities 
into speculations and investments, (2) In- 
vestment profits are capital gains, but busi- 
ness profits are ordinary income. Here a 
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distinction must be drawn between activities 
which are only investment operations and 
those which rise to the dignity of a business. 
(3) Gains on plant and equipment used in 
business are eligible for capital gain treat- 
ment, but gains on assets in which the 
business deals are taxable as ordinary in- 
come. This calls for determining what a 
particular enterprise is in the business of 
selling as contrasted to what it uses in con- 
ducting that business. (4) Rewards for 
services or personal effort are ordinary in- 
come, but property created by personal 
effort qualifies for the capital gain bargain 
provided it has been reduced to a patent 
or the maker is not a professional producer 
of the asset—except that if the asset is a 
copyright or artistic item, even an amateur 
production does not qualify. Here (except 
for inventors and artists) it is necessary to 
define an amateur and to decide whether 
certain receipts are more like proceeds from 
sale of property or more akin to rewards 
for personal services. (5) Appreciation of 
investment property is capital gain, while 
values flowing from it are ordinary income. 
Here the most troublesome problems for 
the law arise when rights to future income 
or past-due income are sold, for it has to 
decide when payments for the rights are 
in lieu of the income and when they are 
proceeds from the sale of property. 


After our law has attempted to meet 
these issues directly, it is then called upon 
to deal with them again where the activity 
occurs within some business entity such as 
a partnership or corporation. The corporate 
form also requires drawing other boundary 
lines for capital gains. Distributions to 
shareholders have to be subdivided into 
dividends taxable at ordinary rates and 
capital transactions giving rise to capital 
gains or losses. In applying this distinction, 
the law must see it through every type 
of corporate reorganization, recapitalization 
and liquidation. The distinction in turn 
makes it important to deter shareholders 
from building up share values either by 
accumulating in the corporation income from 
investments cr personal services or by re- 
taining operating earnings beyond the rea- 
sonable needs of the business, although an 
equal build-up through plowing back such 
earnings into the corporation’s business 
escapes penalty. And so it goes, on and on. 


What is to be stressed in all this is that 
any definition of capital gains must be 


arbitrary. It can be very crude, based on 
rough distinctions, in which case taxpayers 
will have intolerably great freedom to 
manipulate the forms to suit themselves; 
or it can be very sophisticated, though still 
predicated on form, in which case the law 
will be highly complex.” In either case 
there is bound to be great pressure to 
broaden the capital gains category, and 
since any such classification is necessarily 
arbitrary, the demands will be difficult to 
resist. This has been the history of our 
capital gains provisions. More and more 
the law has come to depart from any non- 
tax conception of capital gain and to recog- 
nize frankly that a capital gain is merely 
some form of income taxed at a bargain 
rate.” 


A complex law is not necessarily a bad 
law. But complexity exacts a toll, and we 
should be sure we are getting in return 
something of equal worth. In income tax- 
ation the cost of complexity is extraordi- 
narily high. The system ultimately rests 
largely on the voluntary cooperation of tax- 
payers and the skill of administrators. Both 
are heavily imposed upon by complications 
in the law. 


(4) We cannot prevent conversion of 
ordinary income into capital gain. —For one 
who believes that capital gains should be 
taxed in full, this argument has obvious 
attraction. In substance, however, it turns 
out to be only a restatement of the points 
that the definition of capital gain must be 
arbitrary and that the implementing legal 
rules are likely to be elaborate. The re- 
statement, moreover, is misleading in that 
it implies there is an established concept of 
capital gain and that somehow people are 
able to sneak into it illicitly. We have al- 
ready seen this is error and that a capital 
gain is only what the law says it is. 

Nevertheless there is much talk about 
conversion of ordinary income into capital 
gain, and for this reason alone the restate- 
ment should not be brushed aside lightly. 


It is at once clear that the phrase ex- 
presses highly diverse thoughts. Some, for 
example, consider the retention of profits 
in a corporation as conversion of ordinary 
income into capital gain. But this is one 
of the main sources of capital gain, and to 
view it as resulting from the conversion of 
ordinary income is to challenge the core of 
our capital gains definition. Others use the 











” See Blum, 
Income Tax Law,” 
(1955). 


‘Simplification of the Federal 
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* See Miller, ‘‘Capital Gains Taxation of the 
Fruits of Personal Effort: Before and After the 
1954 Code,’ 64 Yale Law Journal 1 (1954). 
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phrase to refer only to situations in which 
taxpayers adopt an unusual course of con- 
duct in achieving a capital gain result. This 
emphasis, however, seems misplaced since 
our tax law does not generally discriminate 
against unusual transactions. An even nar- 
rower use of the phrase refers solely to 
“gimmicks” which exploit technical errors 
or omissions in the law. This has the 
virtue of sounding pious, but who is to say 
whether an exploitable provision or the re- 
sults of exploitation were unintended? 


All these and other meanings of the 
phrase have one thing in common, In each, 
the reference is to some capital gains result 
of which the speaker does not approve. 
Here at least is a clear-cut meaning. But 
while it is understandable why such a sub- 
jective thought is frequently expressed in 
a seemingly more objective way, neither 
the thought nor the phrasing adds to the 
case for taxing capital gains in full. 

The phrase nonetheless serves as a useful 
reminder that however capital gains are de- 
fined, their delineation will always be 
basically a matter of form. With few ex- 
ceptions, centering on windfalls, capital 
gains can be analyzed as consisting of in- 
terest, rent, royalty, compensation for per- 
sonal services, reward for risk-taking, or 
undistributed corporate profits—all of which 
are usually classified as ordinary income. 


(5) Limited taxation of capital gains in- 
jures taxpayer morale.—This is an over- 
statement. We have extended preferential 
treatment to capital gains for more than 
three decades and the morale of taxpayers 
has not collapsed. Yet the assertion has 
a sound core. As our tax system grows in 
complexity and preferential provisions, at 
some point we can expect a reaction from 
those who feel underprivileged. Limited 
taxation of capital gains deserves special 
mention here only because it is the chief 
contributor to complexity and the most 
fertile soil for the development of new 
preferences in our income tax. On the other 
hand, the mystery and ignorance surround- 
ing the capital gains apparatus perhaps will 
continue to prevent it from making serious 
inroads on general taxpayer morale.” 


(6) Sound handling of undistributed cor- 
porate profits under a personal income tax 
requires full taxation of capital gains.—At 
first impression this argument might appear 
to be an instance of the tail wagging the 
dog. We are asked to accept full taxation 


*1See Blum, ‘‘How the Growth of Favored 
Tax Treatments Affects Taxpayers and Practi- 
tioners,’’ 4 Journal of Taxation 28 (1956). 
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of capital gains in order to deal satisfactorily 
with retained corporate earnings. But if 
this is a tail-wags-dog situation, the tail 
here is surely a large portion of the dog. 
Corporate shares are by far the most im- 
portant medium for capital gains, and re- 
tained corporate earnings have been a major 
factor in producing these gains. The re- 
tention of profits by a company of course 
does not increase the aggregate value of its 
shares by the precise amount retained. There 
is, however, ample evidence that over the 
years reinvestment of corporate earnings 
does tend on the average to advance the 
value of the shares. 


The dilemma of handling undistributed 
corporate profits under a personal income 
tax is quickly perceived.” If profits were 
taxed to shareholders only when distributed 
as dividends, retained profits would escape 
the personal tax; and needless to say, there 
would be an enormous incentive for corpo- 
rations, especially closely held ones, to re- 
frain from paying dividends. If, on the 
other hand, profits were taxed to share- 
holders as earned, whether or not distributed, 
numerous difficulties would be presented. 
We would have to allocate profits on newly 
devised assumptions about the priorities 
with which various classes of security 
holders can claim particular corporate earn- 
ings. We would be taxing shareholders on 
corporate profits on which they cannot lay 
their hands, perhaps in extreme cases forc- 
ing them to liquidate part of their holdings 
to pay the tax. We would immeasurably 
complicate the shareholders’ tasks of keep- 
ing track of their investments in shares 
for tax purposes, since undistributed earn- 
ings would presumably increase their basis, 
and corporate losses would do the opposite. 
And we would precipitate a constitutional 
question which, although the result is hardly 
in serious doubt, might nonetheless ruffle 
the investment and business community. 

The dilemma is in no way altered by the 
addition of a corporate income tax. So long 
as the personal income tax is confined to 
distributed profits, the combined corporate 
and personal taxes will bear less heavily 
on retained than on distributed earnings. 
A corpotate tax on undistributed profits 
might redress this inequality somewhat. 
But not being geared to the economic posi- 
tion of shareholders, it can never even ap- 
proximately reproduce the burden of the 
personal tax on distributed corporate profits. 
Whatever its rates, an undistributed profits 


*%See Shoup, “The Dividend Exclusion and 
Credit in the Revenue Code of 19§,'’ 8 National 
Tax Journal 136 (1955). 
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On the side of taxing gains in full, 
the argument that a dollar is a dollar 
is perhaps decisive. 


tax will in effect always impose too heavily 
on some shareholders and too lightly on 
others. Moreover, an undistributed profits 
tax has shortcomings of its own, including 
its obvious pressure on management to dis- 
tribute earnings to avoid the tax. 


Full taxation of capital gains provides the 
one satisfactory way out of this dilemma. 
It recognizes that shareholders can gain 
through retained earnings only through two 
routes—increased dividends in the future or 
appreciation in the value of the shares. 
Of course any increase in dividends would 
be fully taxed when received; and if gains 
were taxed in full, any appreciation would 
be adequately dealt with upon realization, 
including transfer at death or gift. Thus 
no benefit to the shareholders from the 
retained profits could escape its full tax 
load. 


There would still be an advantage for 
shareholders in leaving profits in corpo- 
rations insofar as payment of the personal 
tax is thereby deferred. But to derive this 
advantage the shareholders must keep the 
profits at risk in the business and forego 
having cash in hand (unless they are willing 
to borrow on the appreciation in their 
shares). Surely this benefit does not pre- 
sent a serious inequity, and it is indeed a 
small price to pay for avoiding a tax on 
undistributed profits either at the share- 
holder or the corporate level. 


The full taxation of capital gains, more- 
over, may be viewed as a necessary condi- 
tion to elimination of the corporate income 
tax itself. For many, the chief justification 
of a tax on corporate profits has been the in- 
ability of our personal income tax to reach 
undistributed earnings. This justification 
would virtually disappear if all shareholder 
gains were ultimately taken into account 
and taxed at the regular rates. 


(7) Bargain treatment of capital gains 
encourages a great deal of uneconomic 
activity—To the extent that preferential 
treatment of capital gains causes business- 
men to invest more than under neutral tax 
conditions, the investment can be viewed as 
uneconomic. There is a more specific sense, 
however, in which it produces uneconomic 
activity. Today a great but unmeasurable 
amount of effort—including much by lawyers 
—is spent on devising means of turning 
economic enhancement into capital gain. 
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While this use of talent might be well di- 
rected from the viewpoint of individual tax- 
payers, it is sheer economic waste for our 
society. 


(8) Full taxation of capital gains would 
bolster the countercyclical effect of the 
income tax.—Although this argument is 
logically sound, it is unable to carry much 
weight. It builds on the heavily exploited 
observation that an income tax is a built-in 
automatic economic stabilizer. In an in- 
flationary period, incomes rise and there- 
fore tax collections incredse without any 
upward revision of rates. This works in the 
direction of dampening the inflation by re- 
ducing expenditures in the private sector 
of the economy. In a deflationary period 
the income tax again automatically tends 
to counter the movement being experienced. 
As incomes fall, tax collections drop and 
thus people are able to spend more than 
if total tax revenues had remained constant. 
Graduated rates of tax magnify these sta- 
bilizing effects: As incomes rise, the higher 
rates become applicable to a larger amount 
of income and, conversely, as incomes fall 
the lower rates take over more. A com- 
parable analysis applies to capital gains. 
Greater appreciation of assets occurs in 
boom times and more losses are incurred 
in recessions. Hence, if capital gains were 
taxed in full and capital losses were de- 
ductible in full, the countercyclical impact 
of the tax would be augmented. 


considerations detract from the 
weight of this point. In all probability the 
magnitude of realized capital losses and, 
especially, realized gains would not add 
significantly to the stabilizing tendency of 
the tax. More important, full taxation of 
gains and full deduction of losses doubtless 
would be accompanied by some arrangement 
for averaging, and averaging itself would 
tend to dampen the countercyclical effect. 


Two 


In dismissing this argument rather lightly, 
there is no intention of embracing the con- 
trary reasoning that capital gains should 
be exempted because their revenue yield is 
highly unstable. In an older era ‘of fiscal 
theorizing it was widely thought that stable 
revenues were vital to the health of the 
economy. While a few die-hards may yet 
cling to that tradition, it is now generally 
accepted that instability of tax revenues 
contributes importantly to continuation of 
prosperity. The trouble with advocating 
full taxation of capital gains on this score 
is not that revenues would be unstable, but 
rather that the instability thus produced 
would not be very great. 
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Conclusion 


Having reviewed individually each of the 
arguments for and against taxing. capital 
gains as ordinary income, a brief summary 
of the case is in order. 


Of the arguments against taxing capital 
gains in full, only a few carry much weight. 
The bunching characteristic of realized gains 
cannot be passed over lightly, but the 
obvious prescription is averaging rather than 
preferential treatment of gains. Without 
averaging, at least of capital gains, full 
taxation of gains would certainly be more 
inequitable than any number of preferential 
schemes we have employed. Full taxation 
of gains would tend to retard investment 
by enterprises, discourage risk-taking, and 
interfere with the mobility of capital. The 
magnitude of these effects is probably usually 
overstated, especially if losses were de- 
ductible in full, averaging of gains were 
permitted, and gratuitous transfers were 
treated as constructive realizations of gains 
and losses. But if the undesirable effects 
persisted to a serious extent even under 
these conditions, the real villain should be 
correctly identified—the high surtax rates.” 
It is this aspect of the income tax which 
most calls for study. And it would not be 


THE HOUNDS OF ‘‘HOOCH"’ 


Fourteen thousand and four stills 
were seized by alcohol tax investi- 
gators of the Internal Revenue Service 
during 1956, Commissioner Harring- 
ton has reported. Included in the bag 
were 11,000 arrests and 3,304 vehicles. 
The property seized amounted to 
nearly $4 million in value. 


An outstanding case involved an 
investigator who, posing as an em- 
ployee of a military base, successfully 
infiltrated a large-scale moonshining 
operation to gather evidence that re- 
sulted in the conviction of 28 persons. 
The investigator, with his military 
camp background, posed first as a 
prospective “customer” of the gang. 
Then he took a job with them. He 
drove trucks, helped around the stills, 
even collected money for the opera- 
tors. Maintaining contact and co-ordi- 
nation with his superiors, he carefully 
documented his activities. 

The investigator was continually in 
peril of his life, since gang members 
were armed, but before the operators 


surprising to find that in a society such 
as ours, very high surtax rates are incom- 
patible with an equitable tax base. 


On the side of taxing gains in full, the 
argument that a dollar is a dollar is perhaps 
decisive. But it receives considerable sup- 
port from the added points that special 
treatment for capital gains severely com- 
plicates the tax law, and that full taxation 
of gains is indispensable for designing a 
personal income tax which deals satisfactorily 
with retained corporate earning. 

Finally, it must be acknowledged that the 
capital gains issue is knotty. There are, 
as we have seen, important considerations 
on both sides. This invites a last argument 
for preferential treatment of gains: Since 
the problem is so very involved we should 
neither tax gains in full nor exempt them 
completely; we rather should strike a com- 
promise of partially exempting them. This 
beguiling solution, however, is itself vulner- 
able in that the case against partial exemp- 
tion is almost identical to: the case against 
total exemption. Compromise under these 
conditions is realistically not so much give- 
and-take as a decision against taxing capital 
gains as other income. [The End] 


were able to puzzle out why so many 
of their caches and cargoes were go- 
ing astray, he made a successful exit. 
Involved in the operation were five 
large stills, capable of producing 1,500 
gallons of whiskey a day. Also traced 
to the gang was the distribution of 
some 5,000 additional gallons of whis- 
key. The government seized 25 cars 
and trucks used in the operation and 
2,000 gallons of whiskey. The princi- 
pal in the case was sentenced to four 
years in prison and fined $5,000. 
During 1956, the Alcohol and To- 
bacco Tax Division staged their first 
successful airplane raid on a still. 
While engaged in spotting operations, 
an alcohol tax investigator and a 
South Carolina enforcement officer 
lost radio contact with cooperating 
ground cars. Discovering a still in 
operation, they landed their plane in 
a nearby field. The tax investigator 
rushed the still, arresting one opera- 
tor. A second was caught later. 





*%See Director, ‘Capital Gains and High 
Rates of Progressive Taxation,’’ Proceedings of 
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Implications of “New Proposals 
for Capital Gains Taxation’ 


By CARL G. UHR 


In the October, 1956 TAXES, Donald A. Corbin presented an article dealing with 
the tax treatment of capital gains and suggestions for improvement. The article 
appearing below is a critique and expansion of these suggestions. 

Professor Uhr submitted it to Mr. Corbin prior to publication so that a reply 

might be written. This reply immediately follows Professor Uhr's article. 


N HIS RECENT ARTICLE in Taxes 

Dr. Corbin made a proposal which, if 
adopted, would result on the whole in a 
more equitable method of taxing capital 
gains relative to other income than the 
system we are now using.’ Yet it seems to 
this writer that if his proposal is carried to 
its logical conclusion, it requires supple- 
mentation by either or possibly both of the 
following features: (1) the use of a “tabular 
standard of value” in medium- and long- 
term credit contracts, a monetary reform 
which was advocated by Alfred Marshall as 
far back as the 1880’s;* or (2) the making 
of special provisions (lenient credit or par- 
tial tax-forgiveness) for taxpayers who find 
themselves forced to sell capital assets at 
times when the general level of prices has 
fallen significantly. 


In essence, Dr. Corbin holds that only 
“real” capital gains should be taxed (subject 
to certain modifications, which we will dis- 
cuss later) at the same rates as other in- 
come. Capital gains, that is, nominal gains, 
equal the positive difference between the 
net sales price of given capital assets and 
their acquisition cost. In times of rising 
prices, “real” gains are smaller than nominal 
ones in proportion to the rise in prices 
which had occurred during the term of 
ownership. “Real” gains are measured by 
using the percentage change in an appro- 


1 Donald A. Corbin, ‘‘New Proposals for Cap- 
ital Gains Taxation,’’ 34 TAXES 663 (October, 
1956). 

? Alfred Marshall, ‘‘Remedies for Fluctuation 
of General Prices,'’ Contemporary Review, 
March, 1887, reprinted in Memorials of Alfred 
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priate index number (the index at the time 
of sale divided by its level at the time of 
acquisition) to “adjust” (that is, to multi- 
ply)) the acquisition cost of the asset to a 
current dollar-value basis. The “real” gain 
(or loss) equals the positive (or negative) 
difference obtained by subtracting this “ad- 
justed” cost from the net sales price. For 
instance, if assets were acquired for $1 
million when the index number stood at 100, 
and they were sold for $1.2 million later 
when the index had risen to 110, the nominal 
gain is $200,000 but the “real” gain is only 
half as large, $100,000, that is, $1,200,000 — 
(110/100 x $1,000,000). 


According to Dr. Corbin, the “real” gain 
alone would be taxable, and only to a certain 
extent and under certain circumstances. If 
the seller of the assets invests the entire 
sales price within six months in another 
group of assets, that is, if he “shifts” his 
investment base, he escapes the capital 
gains tax entirely, possibly only to be hit 
harder by it if he disinvests later or at death 
at a greater gain. Permissiom to escape the 
tax while one is shifting investment base is 
intended to encourage investment in new 
and risky growth ventures and to reduce tax 
advantages from liquidation of old invest- 
ments. On the other hand, if the seller 
keeps his “real” gain, for tax purposes he 
would be permitted to allocate or “spread” 


Marshall, A. C. Pigou (editor) (London, 1925) 
(New York, 1956), pp. 197-203. See also Mar- 
shall’s later work, Money, Credit and Com- 
merce (London, 1923), pp. 25-27. 

* See work cited at footnote 1, at p. 668. 
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University of California, Riverside, California. 


equal portions of it in amounts of $20,000 a 
year as additions to his other income over a 
period of five years. In the event of a 
“real” loss he would likewise be permitted 
to spread it in full over a succession of five 
years as an offset to other income subject 
to tax.‘ 

The rationale for permitting this “spread- 
ing” of “real” gains is to avoid the in- 
equities which would be imposed on tax- 
payers who, but for occasional gains, would 
normally be subject to lower-bracket tax rates 
on ordinary income. The intent is not to 
deprive them of most of their gains by 
counting all of them as income accrued only 
in the year of realization. 


‘ 


We note in passing that Dr. Corbin’s 
method of reducing nominal gains to their 
“real” basis, and then permitting taxpayers 
to spread them over a five-year period, af- 
fords gains recipients considerable tax relief 
in times of rising prices. Such relief is not 
available to other taxpayers who receive 
similar amounts as ordinary income. None- 
theless, his proposal would on balance and 
in the long run result in considerably 
heavier taxation of long-term capital gains 
than is the case at present. 

However, before we proceed to the specific 
implications of his proposal, we wish to 
challenge his contention that all “real” gains 
(except for the modification as to “spread- 
ing”) ought te be taxed on the same basis 
as other income. Dr. Corbin attempts to 
justify this by saying that “real” gains make 
the individual “better off” to the same 
extent as if he had received the equivalent 
sum in smaller amounts as current income 
during his term of ownership of the assets.° 

The phenomenon of capital gains can be 
viewed as a composite of “unearned” and 
“earned” asset value accretions. Certain 
net advantages which accrue to the economy 
as a whole are apparently still obtainable 





* See work cited at footnote 1, at pp. 667-668. 
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by encouraging incentive and enterprise 
growth by treating “earned” portions of 
“real” gains more leniently taxwise than 
“unearned” ones. The essence of this dis- 
tinction, which is admittedly difficult to ap- 
ply in practice, is this: If a certain portion 
of a “real” gain is demonstrably attributable 
to “internal” investment of undistributed 
earnings for enterprise growth, and these 
are usually reflected in a higher sale value 
of the owners’ assets or equity-shares than 
their acquisition cost, that portion of the 
gain merits more lenient tax treatment than 
the portion which is considered to be “un- 
-arned,” 

If no price-level changes occur or, where 
that is the case, if they are eliminated from 
changes in asset values by stating the 
latter in “real” terms, “unearned” gains ac- 
crue to “passive” owners of capital assets, 
that is, to those who only maintain them but 
take no trouble to develop or improve them, 
under the following conditions: 

(1) The relative price of the asset or of 
its products increases for market reasons 
beyond the owners’ control. This could be 
due to an increase in demand, supply re- 
maining the same, or to a decrease in supply 
of similar assets or of their products else- 
where, demand remaining the same. 

(2) The income yield of the asset in- 
creases in a manner not subject to the 
owners’ control, due, for instance, to a re- 
duction in the cost of using the asset, and 
this cost reduction is expected to be perma- 
nent. The larger income which results 
raises the capitalized value and presumably 
the price of the asset. 

(3) The income yield of the asset remains 
stable but long-term interest rates decline 
significantly during the term of ownership 
and are expected to remain at their reduced 
levels. This also raises the asset's capital- 
ized value and its price. 





5 See work cited at footnote 1, at p. 665. 
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(4) Receipt of subsidies and/or favored 
tax treatment, such as permission to use 
accelerated depreciation schedules, also re- 
sult in “real” gains which are not earned 
on the same basis as reinvestment of earn- 
ings on which regular taxes have been paid. 


Reversal of any of the foregoing con- 
ditions would, of course, bring unmerited 
losses to “passive” owners. 


In contrast to this, one can point to any 
number of cases of “active” ownership 
where assets are acquired to start an enter- 
prise which is expanded by investment of 
some of its earnings. In such cases owners 
assume more business risks and also pro- 
vide an increasing flow of goods or services 
to the community, spurred by the incentive 
of prospective gain. It is true that if the 
conditions mentioned above are also opera- 
tive with respect to the assets of “active” 
owners, the resulting “real” gains contain 
both “earned” and “unearned” elements. 


Obviously, the administrative difficulties 
of separating the two types of “real” gains 
from one another will be considerable. But 
this is not to deny that something can and 
should be done along that line, even if crude 
measures are the best that can be hoped 
for. The principle that, wherever it can be 
avoided, the tax apparatus ought not to 
be operated to discourage risk-taking seems 
well worth upholding in an economy where, 
according to an increasing number of com- 
petent observers, the field of activity for 
small ventures is narrowing. 


Dr. Corbin’s justification for using an 
index to deflate nominal gains in times of 
rising prices to their equivalent “real” basis 
for tax purposes is “to maintain . [the 
gain-recipients’] capital intact.”* © This is 
fine as long as the price level is rising, but 
it works hardship on many taxpayers when 
it is falling. Then, as we shall show, 
nominal gains, if any, are transformed into 
greater “real” gains. Moreover, nominal 
losses are sometimes converted into “real” 
gains and sometimes into much smaller 
“real” losses. This is due to the fact that 
the index-deflator works in reverse if prices 
have fallen significantly during the term 
of ownership. 


In the course of a general price decline, 
there are five different possibilities as to 
the extent to which values of particular 
capital assets may change. Some may go 
counter to the trend and rise in value when 
prices of most things are falling. Some may 
remain of the same value, at their acquisi- 





®See work cited at footnote 1, at p. 665. 
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tion cost, regardless of the general deflation. 
Others may decline less in value than the 
general price level. The values of many 
assets will fall in the same proportion as the 
price index. And, finally, the value decline 
of many others will be greater than that of 
the price level itself. 


To illustrate this let us assume that 
capital assets were acquired for $1 million 
when the index stood at 100. Probably 
contrary to the owners’ w:shes—usually be- 
cause their equity has been reduced con- 
siderably in relation to creditors’ claims 
against the assets—they have to be sold at 
a time when the index has fallen to 85 in 
the course of a recession. In all of the 
following cases the “adjusted” acquisition 
cost is reduced to $850,000, that is, to 
($1,000,000 x 85/100). 


(1) Despite the deflation the assets have 
increased 10 per cent in value and are sold 
for a nominal gain of $100,000, which is 
transformed into a “real” gain of $250,000 
on which taxes have to be paid. 


(2) The assets are sold for a price equal 
to their acquisition cost and no nominal 
gain (or loss) exists, but the “real” gain is 
now $150,000. Even if the latter can be 
“spread” for tax purposes over a five-year 
period, it is apt to work hardship on owners 
who must meet the corresponding tax lia- 
bility either out of their capital or equity- 
share of the sale price or out of other 
income. 


(3) The assets are sold for a price 10 
per cent below their acquisition cost. <A 
nominal loss of $100,000 exists, which is 
converted into a “real” gain of $50,000. 


(4) The assets have fallen 15 per cent in 
value and are sold for $850,000. The 
nominal loss is $150,000, but the “real” gain 
is zero. Hence there is no additional tax 
liability, but neither is there any tax relief 
available, since only “real” losses can be 
carried forward to reduce the liability against 
future income. 

(5) The assets have fallen 20 per cent 
in value. The nominal loss is $200,000. 
This is reduced to a “real” loss of $50,000, 
and only the latter can be carried forward 
to lessen the tax burden on future income. 

To be sure, in circumstances such as these 
owners of capital assets would be under 
little or no temptation to realize losses, as 
some of them are now, in order to use the 
latter for temporary relief from high-bracket 
taxes on ordinary income. But the point is 
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that in a recession the majority of owners 
are not so fortunately situated. It is then 
that liquidity of assets declines and credit 
gets tighter. 


Consider a variation of the last case. At 
the time of acquisition, the owners borrowed 
$600,000 to buy the assets which are now 
sold for $800,000 because the loan was due 
and could not be renewed. Their equity, 
originally $400,000, is reduced to $200,000 
as the creditor collects his loan. The latter, 
however, has now a “real” or purchasing- 
power value of $690,000 reckoned in terms 
of prices prevailing when the loan was 
made. Neither does the bank incur any tax 
liability simply because the principal it 
collected has increased 15 per cent in pur- 
chasing power. This, of course, is due to 
the fact that credit contracts are drawn in 
nominal value terms regardless of how 
much the purchasing power of the dollar 
may change during the term of the loan. 


To relieve taxpayers with less than full 
equity in their capital assets from hardships 
of the foregoing type, Dr. Corbin, to be 
consistent, would have to embrace Marshall's 
advocacy that long-term contracts be drawn 
in “real” value terms, or, as it used to be called, 
in terms of a “tabular standard of value.” 
The principle involved in this is that debtors 
should repay creditors the “real” value of 
what they borrowed. Reduced to simpliest 


terms, this proceeds on the application of an 
index number technique similar to the one 
Dr. Corbin uses in “adjusting” the acquisi- 
tion cost of assets, as illustrated above. 


In the foregoing situation, if the loan had 
been made on the basis of a “tabular stand- 
ard” when the index stood at 100, now, 
when. the index has fallen to 85, it would 
be repayable in full in the amount of 
$510,000. But this device cuts both ways. 
If the price level instead of falling had 
risen 15 per cent, the $600,000 loan, when 
due, would be repayable in the amount of 
$690,000. Nor would the creditor be liable 
in this last case to a gains tax on the extra 
$90,000 of principal collected, just as in, the 
earlier case he would not be entitled to a 
loss-offset when the principal was reduced 
from $600,000 to $510,000, This is because 
the calculations are made in “real” terms. 
When the principal rises or falls in the 
same proportion as the price index there is 
neither gain nor loss in “real” terms. 


The use of a “tabular standard” on long- 
term contracts reduces the owners’ net 
nominal gains and equities when prices rise 
in a proportion related to but smaller than 
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the percentage rise in the index. This is 
because creditors do not as a rule finance 
debtors to the full cost of assets they wish 
to acquire, but generally only to a fraction 
thereof, which rarely exceeds two thirds of 
their price. The “tabular standard” would 
not affect per se the magnitude of “real” 
gains for which owners incur tax liabilities. 


However, in times of falling prices this 
standard would afford them considerable 
relief from creditor pressure. Thus, it may 
enable many owners to avoid “forced” sales 
of capital assets. When prices decline the 
nominal value of obligations outstanding 
against assets decreases in the same pro- 
portion as the price index, and the owners’ 
nominal equity rises pro tanto. From the 
standpoint of owners who may still be 
forced to sell after prices have fallen, this 
then serves as a partial offset to the con 
version of nominal losses into “real” gains 
or to the conversion of large nominal losses 
into appreciably smaller “real” losses, which 
would arise under the proposed method of 
taxation. 


This writer does not advocate that the 
“tabular standard” be used because of the 
increased uncertainty it would introduce in 
contractual relations. This is likely to aug- 
ment rather than to diminish economic in- 
stability. It was intended chiefly to achieve 
equity in creditor-debtor relations and indi- 
rectly to stabilize, or reduce fluctuations in, 
the general level of prices. To the extent 
that these goals can be attained in a dynamic 
society, they can be achieved, approximately 
only, by less disturbing methods. 


Application of such a standard to credit 
contracts would undoubtedly complicate the 
processes of investment banking. But, as 
indicated, this is not the major objection 
to it, and in itself this should not prove 
to be an insuperable obstacle to its oper- 
ation, The business community has already 
learned to adapt itself to the use of related 
devices—the familiar “escalator clauses” in 
defense contracts and, more recently, in 
wage contracts. 


However, this writer does not think it 
likely that the “tabular standard” will come 
into general use on long-term credit in the 
foreseeable future. In its absence, it seems 
to him that Dr. Corbin would have to’ 
supplement his proposal to mitigate the 
unintended financial hardships it would in- 
flict in times of falling prices. What sort 
of relief should be provided is a debatable 
matter. Perhaps it would be simplest to 
permit gains and losses to be computed in 
nominal terms when the price level has 
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fallen significantly. This would “forgive” 
tax liabilities altogether on “real” gains 
which arise (due to the downward “adjust- 
ment” of acquisition costs in proportion to 
the decline in the index) on assets sold at 
values which have decreased less than the 
price level itself. It would also permit full 
carry-forward of such nominal losses as 
occur. If this were done, it would intro- 
duce a substantial asymmetry and incon- 
sistency in the proposed method for taxing 
capital gains. The latter would then oper- 
ate on a “real” basis oniy in times of con- 
stant and rising prices and on a nominal 
basis at other times. 


Since the tax hardships referred to fall 
mainly on owners with small equities in 
capital assets when they are forced to sell 
for lack of credit after prices have fallen, 
perhaps the most effective form of relief 
would be to make special types of credit 
available to them. This would enable them 
to “hold” their assets rather than sell them, 
perhaps for the duration of the recession. 


Whether and to what extent credit relief 
should be extended in such circumstances 


is, however, a matter to be decided in terms 
of general monetary and other policies 
adopted to deal with the downturn, rather 
than on the basis of what may seem de- 
sirable from the point of view of a small 
minority of hard-pressed taxpayers. How- 
ever, if special credits were arranged, one 
consequence would be that Dr. Corbin’s 
“real” capital gains tax would operate 
chiefly in times of rising prices. Very little 
revenue would be collected by this tax at 
other times. But this is a matter of minor 
consequence. At best, the revenue contri- 
bution of the capital gains tax, whether in 
its present lenient form or in the proposed 
stricter form, amounts to only a small per- 
centage of total revenues. 


My conclusion is that Dr. Corbin’s pro- 
posal would operate well—better than the 
present capital gains tax from a revenue 
standpoint and more equitably with respect 
to the taxation of other forms of income— 
only in times of rising prices. Perhaps this 
is all he intended to achieve by it. 


[The End] 


Capital Gains Taxation— 
A Reply to Professor Uhr 


By DONALD A. CORBIN 


. UBSEQUENT to the publication of my 
\7 proposals regarding capital gains taxa- 
tion (October, 1956 Taxes), several writers 
have submitted interesting comments. The 
purpose of this reply is to examine these 
suggestions critically with the view to im- 
proving the proposals wherever possible. 


The original proposals called for (1) the 
inclusion of all capital gains and losses in 
taxable income, after elimination of the 
illusory element caused by changes in the 
general price level, (2) spreading realized 
gains and losses over a number of years, 
(3) giving taxpayers the option to choose 
either the above treatment or a transfer of 
basis from the original capital asset to new 
capital assets repurchased within a reason- 
able length of time, and (4) the final realiza- 
tion and taxation of any postponed capital 


Capital Gains 


gains at the time of transfer by gift, dona- 
tion or death. 


Analysis of Suggestions 


The comments of Professor Uhr will be 
discussed first. He makes two basic sug- 
gestions. The first is a logical extension 
of the principle of measuring monetary 
items in “real” terms; the second appears 
to link assets with their source of financing 
unnecessarily. 


Professor Uhr’s first comment called for 
consistency by the use of “a tabular stand- 
ard of value.” This means simply that 
debtors should repay to creditors the “real” 
value of the loan. This would be equitable 
in principle and has been suggested by 
several eminent economists in addition to 
Marshall, notably Irving Fisher and Sumner 
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Slichter. If the creditor has the bargaining 
power, he might well insist on this type of 
contract. Several bond issues with this 
feature presently exist in Sweden, France 
and Israel, but their use is not widespread— 
undoubtedly because of the nontax con- 
siderations mentioned by Professor Uhr. 


How does this affect the problem of 
capital gains taxation? Not directly at all, 
it would seem. Professor Uhr relates it to 
his second suggestion that hardship ensues 
for taxpayers who are forced to sell capital 
assets (financed in part by loans) when 
prices in general have fallen. This is true, 
but the inequity arises because the loan re- 
payment is fixed in dollars, not because a 
“real” gain was realized on the sale of the 
asset. Might this inequity better be con- 
sidered a separate problem, disassociated 
from capital gains taxation? Tax collectors 
should not be required to determine the per 
cent of borrowing associated with every sale 
of a capital asset. Indeed, this would be 


impossible in the case of one large loan 
involving several asset acquisitions. 


Suppose the capital asset has not been 
financed by borrowed funds nor sold under 
“duress” when prices had fallen. Professor 
Uhr implies there is inequity in this case 
also, but I think not. He has not challenged 
the index measurement or the elimination 
of unreal gains during inflation. In order 
to be consistent and fair, gains and losses 
should also be calculated in “real” terms 
during deflation. It is not a hardship in 
the absence of borrowing if a nominal loss 
is converted into a “real” gain when the 
general price level has fallen. An additional 
argument in favor of “real” adjustments— 
that they eliminate the temptation to realize 
tax losses as offsets to ordinary income 
during depression—was made in Professor 
Uhr’s paper. 


The essence of the argument, then, lies 
in the fact that debt contracts are not 
written in “real” terms. This is separable 
from the capital gains taxation problem, as 
was shown above. This may be clarified by 
using Professor Uhr’s illustration in which 
a $1 million asset was purchased when the 
general price index was 100, but was sold 
for $800,000 when the index stood at 85. 
The asset was financed by a $600,000 loan. 
It would have an adjusted basis for tax 
purposes (with the proposed price correc- 
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tion) of $850,000 when sold. Is there inequity 
because the taxpayer shows a deductible 
capital loss of $50,000 ($850,000 adjusted 
cost less selling price of $800,000)? No, 
the inequity arises when the party pays the 
fixed-price loan with more valuable dollars 
than he received. Since the current real 
value of the loan is 85 per cent of $600,000, 
or $510,000, there is a real loss of $90,000. 
The owner’s original equity in the asset of 
$400,000 would have been maintained if he 
now had 85 per cent of $400,000 or $340,000. 
He has only $200,000 after paying off the 
loan. The real loss of $140,000 consists of 
(1) the $50,000 loss on the sale and (2) the 
$90,000 loss on paying the debt. The first 
is a question of capital gains and losses; the 
second is a separate problem. It does not 
appear that allowing the nominal loss of 
$200,000 for tax purposes would solve these 
two problems equitably, except by chance. 
A nontax solution suggested by Professor 
Uhr—the making of special loans available 
to prevent forced sales of assets—seems 
much more reasonable. Another possibility 
would be to allow debtors and investors 
parallel treatment. This would involve per- 
mitting “real” realized losses on repaid debts 
($90,000 in the above example) as a deduc- 
tion for tax purposes. There are, of course, 
several economic consequences, as distinct 
from tax equity, of this last possibility, 
which are appropriate for further discussion. 


Valid Suggestions 


Implicit in the above discussion is the 
reasonable comment made by several readers 
that measurements in “real” terms are not 
available to all taxpayers. This, however, 
does not appear to be an objection to the 
proposed method of capital gains taxation; 
rather, it calls for an extention of the con- 
cept to other areas where inequity exists. 
The LIFO inventory method, for example, 
is an accomplished step in this direction. 
Other possibilities are adjusted depreciation 
and adjusted debt contracts. Changes in 
cash balances of individuals and the receipt 
of fixed incomes (that is, pensioners) seem 
to be the main areas in which adjustments 
would not be administratively feasible; but 
changing the individual exemption to a more 
reasonable figure than it is at present would 
help. In any case, my original proposals 
were limited to the practical case of prevent- 
ing inequity in capital gains taxation; similar 
improvements in other areas are not to be 
excluded. 


The comment by Professor Uhr that 
capital gains consist partly of “earned” and 
(Continued on page 306) 
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Making Gifts in Trust 
for the Members of One's Family 


By VICTOR R. WOLDER, Attorney, New York City 


There are many reasons for making a gift in trust rather 


than giving it outright. 


The purpose of this article is to discuss the 


estate tax and gift tax consequences of trusts and, also, the Code provisions 
that deal with economic and administrative controls over gifts made in trust. 


T HERE are many reasons why a man 
will make gifts to his wife, children and 
grandchildren as well as other members of 
his family. Usually he does this because 
they are the natural objects of his bounty. 
Oftentimes he will make the gifts outright. 
He will give them cash, securities, real 
estate, stocks, bonds, paintings, jewelry, 
and other things of value. 


At times, however, he may not desire 
to make an outright gift. He may feel that 
the objects of his bounty are not properly 
able to manage substantial investments or 
that his children or grandchildren might 
be not only minors but mere infants. He 
may want to provide against the dissipation 
of the assets by a spendthrift son or daughter. 
In the back of his mind may also be the 
possibility of a divorce from his wife. What- 
ever the reason may be, he thinks that perhaps 
it would be best to make the gift in trust 
instead of giving it outright. 


Also, too, he may realize that there are 
many tax advantages which exist’ in con- 
nection with gifts in trust over outright 
gifts. Some of these tax advantages could 
very well be the motivating factor for mak- 
ing the gift in the first place: There might 
be a substantial savings in estate taxes; 
gift taxes might be eliminated; there might 
be a substantial reduction of income taxes. 


In making the gift in trust, he often 
likes the idea of being able to keep various 
economic and administrative strings attached 
to it by many elaborate, broad, protective 
terms—the trust would be taxed to him as 

1 This is where the spouse executes a consent 


to having half the gift treated as if made by the 
consenting spouse. 
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though he were still the owner of the asset. 
(The so-called Clifford doctrine has more 
recently been incorporated into the In- 
ternal Revenue Code.) 


The purpose of this article is to discuss 
the estate tax and gift tax consequences 
of trusts and also the provisions of the 
Internal Revenue Code which deal with 
retention of economic and administrative 
controls over gifts made in trust. 


Annual Exclusion 


All gifts are not taxable. Some 
within specific exemptions; others 
under certain annual exclusions. 
clusions are entirely separate and apart 
from the gifts which would come under 
the exemption. A taxpayer may make gifts 
of up to $3,000 each to any number of 
people in any taxable year and such gifts 
are excluded and are not subject to tax. 
This does not include gifts of so-called 
future interests. (Section 2503(b).) The 
subject of so-called future interests will 
be discussed later in this article. If a so- 
called joint gift tax return’ is filed, then 
the amount of gifts which may be made by 
any person to any number of other people 
instead of being $3,000 each may be up to 
$6,000 each, and such $6,000 would be ex- 
cluded from being a taxable gift. (Section 
2513.) The reason for this is that one half 
of the gift is deemed to be made by the 
husband and one half by the wife. It is 
immaterial actually whether all of the prop- 
erty originates with one person; in other 


come 
come 
The ex- 








words, the entire gift can be made by the 
husband as it could very well be that the 
wife has no property. Yet, if the joint tax 
return is filed, the wife is deemed to have 
made one half of the gift. Hence, if a man 
has three children and five grandchildren, 
he could make a tax-free gift each year 
up to a total of $48,000 (8 x $6,000 = 
$48,000). In a period of ten years he could 
move $480,000 (10 x $48,000 = $480,000) 
out of his estate. In this way he would 
save approximately $91,000 in estate taxes 
if he were using the so-called marital 
deduction and approximately $225,000 in 
estate taxes if he were not using the so- 
called marital deduction, 

If the number of gifts is larger or smaller 
or if the amounts of gifts are larger or 
smaller, the same principles would apply. 


Future Interest 


The situation with respect to exclusions 
is somewhat different when a gift is made 
in trust. In such case, generally speaking, 
it is only the present value of the life 
expectancy of the first life beneficiary that 
would come under the so-called gift tax 
exclusion. The rest of the gift would gen- 
erally be deemed a gift of a future interest. 
For example, if a $6,000 gift were placed 
in trust for the life benefit of a 13-year-old 
child, the present value of the life interest 
is approximately $4,600, which would qualify 
for being excluded from gift tax. The 
remainder, $1,400, would be subject to gift 
tax as it did not come under the donor’s 
specific exemptions. 


Special Provision for Accumulation 
of Income in Trusts for Minors 


There are various situations which arise 
which would cause gifts in trust, which 
would ordinarily qualify for the gift tax 
exclusions, to become gifts of future inter- 
est which would not qualify. For example, 
in the case where a gift is made for the 
benefit of a minor, the taxpayer ordinarily 
likes to make the gift in trust. One prac- 
tical reason why this is so is that a minor 
cannot readily dispose of real estate, securi- 
ties, or other valuable property. If there 
came a time when the property had to be 
sold and the proceeds reinvested, a minor 
would not be in a position to do this; 
thus, there is a very good reason why a 
gift would be made in trust for the benefit 
of the minor. Further, usually when a gift 
is made in trust for a minor, there is 
included a provision that the income from 
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the trust can be accumulated during the 
minority of such person. It is this provision 
with respect to the accumulation of income 
which in years past would have made an 
otherwise excludable gift into a gift of a 
future interest. The reasoning was that 
if a minor could not immediately enjoy the 
present benefits of the income, it was a gift 
of a future interest because the child could 
only enjoy the income in the future and 
not in the present. 


When the 1954 Internal Revenue Code 
was adopted, Congress saw fit to turn this 
around. Now a gift in trust for the benefit 
of a person under the age of 21 years will 
not be considered a gift of a future interest 
(even though there is a provision for the 
accumulation of income), if the property 
and the income therefrom may be expended 
by or for the benefit of the child before 
the child arrives at the age of 21 years. 
To the extent that it has not been so ex- 
pended, it will pass to the minor upon his 
attaining the age of 21 years, or if the 
minor dies before attaining the age of 21 
years it will be payable to his estate or 
pursuant to what is known as a general 
power of appointment executed by the minor. 
Thus, a gift now may be made in trust 
for a minor and the income thereof ac- 
cumulated and the gift will nevertheless 
qualify as being excludable for gift taxes 
so long as it complies with this new sec- 
tion of the law. (Section 2503(c).) 


Special Provision When Life Beneficiary 
of Trust May Receive Corpus Outright 


Another reason why many gifts in trust 
which would otherwise qualify become gifts 
of future interest has to do with the desire 
of the donor seeing to it that the life 
beneficiary obtained the corpus of the trust 
at some time during the lifetime of the 
beneficiary. Thus a man may have made 
a $50,000 gift in trust with the income 
therefrom payable to his son for life. His 
son at the time the gift was made in trust 
was ten years old. Ordinarily by the filing 
of a so-called joint gift tax return, $6,000 
would be excluded from gift taxes because 
the present value of the life interest of the 
son for whose benefit the trust had been 
established exceeded $6,000. The remainder 
interest would be subject to gift taxes to 
the extent that it exceeded the specific gift 
tax exemption of the father and mother of 
the child. However, the man when he made 
the gift in trust said: “I may want to see 
my son receive this money outright when 
I feel that he is qualified. Hence, I am 
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yoing to give the trustee the right, at any 
time after my son becomes 21 years of age, 
to pay over to my son all or part of the 
corpus of the trust. My son may decide to 
go into business and it might be a good 
idea for him to get the money or, perhaps, 
when he gets to be 27 or 28 years old or 
later, he may marry and settle down and 
I would want him to have the money out- 
right as a wedding gift.” Coincidentally, 
by having set up a trust whereby the son 
might receive the corpus outright, the father, 
under the old income tax law, would have 
lost his right to have had the $6,000 ex- 
cluded from gift taxes. The possibility that 
the son could have received the corpus 
instead of merely the income, the courts 
held, thereby eliminated the way to calcu- 
late the so-called present value of the life 
interest of the son because the life interest 
might be terminated at any time by the 
trustee turning over the corpus to the son. 
This conclusion seemed a little preposterous 
in that the son would now have the corpus 
and not merely the income; yet the courts 
were holding that they were able to evaluate 
the value of the life interest, but the life 
interest had no value if the son had the 
right to receive the corpus which was far 
more valuable than the life interest. Con- 
gress finally saw the logic of this and, 
hence, when it adopted the 1954 Internal 
Revenue Code, provided that where there 
has been a transfer for the benefit of any 
person of a present interest and property, 
the possibility that such interest may be 
diminished by reason of the corpus being 
paid over to that person would not change 
the present value into a gift of a future 
interest. (Section 2503(b).) Because of 
these two important changes in the gift 
tax law, it becomes more desirable than it 
has been for several decades for taxpayers 
to make gifts in trust for members of their 
families. 


Trusts May Eliminate Future Estate Taxes 


There is another reason why making a 
gift in trust is very desirable for tax pur- 
poses as distinguished from making a gift 
outright. That is, so long as the gift can 
remain in trust, it will not be taxed to 
anyone’s estate, even though any number 
of beneficiaries may die.” Thus, let us 
assume a man sets up a trust, having a 
corpus of $150,000, for the life benefit of 
his wife and daughter. He could set the 
trust up so that when he dies it would not 


2 There are certain exceptions to this rule 
which are not discussed here. 
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be taxed by an estate tax in his estate. 
When his wife (or whoever is the primary 
life beneficiary) dies, it would not be taxed 
to her estate. When the daughter dies it 
would not be taxed in his daughter’s estate. 
Moreover, depending upon the state where 
the trust is set up, it might not be taxed 
in anyone’s estate although a number of 
other people die. In the State of New York 
a trust may be set up for only two lives 
in being, plus a minority, at the time when 
the trust is established. Yet in the State 
of Michigan a trust may be set up for any 
number of lives in being, plus 21 years, 
at the time the trust is established. In this 
manner not only are large amounts of gift 
taxes eliminated but likewise substantial 
amounts of estate taxes. 


” $30,000 or $60,000 Specific Exemption 


Every taxpayer has a specific exemption 
of $30,000. This means that during his life, 
he may give up to a total of $30,000 free 
of gift taxes. (Section 2521.) If a joint 
return is filed by husband and wife, then 
the specific exemption would total $60,000. 

The specific exemptions are not to be 
confused with the so-called $3,000 or $6,000 
annual exclusions which may be given to 
any number of people in any year provided, 
of course, the joint return is filed. (For 
example, if a man has five children and 
two grandchildren, $6,000 could be given 
outright to each of the five children and 
two grandchildren in uny year making a 
total of $42,000.) No portion of the $42,000 
would be charged against the specific ex- 
emption. But, if the gifts he made in any 
year totaled $90,000 to these seven people * 
and he had $42,000 in annual exclusions, 
there would be taxable gifts of $48,000. 
The $48,000 would be charged against the 
$60,000 specific exemption and thus no gift 
tax would have to be paid. Of course, 
once the $60,000 specific exemption is used 
up, it is gone forever. Hence, if in the 
following year the man makes another 
$90,000 gift to the same seven people, 
$42,000 would come under the exclusions. 
Of the remaining $48,000, $12,000 would 
not be subject to tax because it would use 
up the balance of the specific exemption. 
The balance of $36,000 would be subject 
to the gift tax. Of course, if no joint return 
is filed, the specific exemption would only 
be $30,000 instead of $60,000, and the ex- 
clusions each year would only total $21,000 
instead of $42,000. 


*Assume he gives his two grandchildren 
$7,500 each and the five children $15,000 each. 
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Administrative and Other Controls 
Over Trust and its Assets 


It has been usual practice that when a 
trust is set up the donor of the trust likes to 
keep numerous strings attached to the gift. 
These strings are often so far-reaching that 
for all practical purposes the donor main- 
tains the economical benefits of the gift 
during his lifetime. For all practical pur- 
poses he is virtually the real owner: He 
may borrow the money from the trust with- 
out security. He may use the income of 
the trust to pay for legal obligations—for 
the support of himself, his family, his wife, 
his children. He may retain the right to 
switch the beneficiaries around, substitute 
securities, change trustees, vote stock and 
do numerous other things so as to control 
the trust and its income and its corpus dis- 
position in all respects. Many times, too, 
he may retain a very substantial reversion- 
ary or remainder interest under the trust. 
Because of this, when the 1954 Internal 
Revenue Code was adopted Congress set 
up certain safeguards in order to protect 
the tax revenues, and Congress enumerated 
in the new Code those situations under 
which the grantor of the trust would be 
taxed with the income with like effect as if 
he had never given the trust assets away. 


Power of Disposition—Grantor Taxable 


The new Internal Revenue Code says 
(Section 674(a)) that the grantor of a 
trust shall be treated as the owner of any 
portion of a trust in respect of which the 
beneficial enjoyment of the corpus or the 
income therefrom is subject to a power of 
disposition exercisable by the grantor or a 
nonadverse party, or both, without the ap- 
proval or consent of any adverse party. To 
be an adverse party, a person has to have 
a substantial beneficial interest in the trust 
which would be adversely affected by the 
exercise or nonexercise of the power which 
the grantor or any other person may have. 
Any other person is deemed a nonadverse 
party. For example, if a man’s wife or son 
is a trustee under a trust which he has 
created but the wife or son has no bene- 
ficial interest, direct or indirect, in the 
trust, they would be nonadverse parties. 
However, consider a case where a woman 
is trustee and she is also a secondary life 
income beneficiary. If such woman as trus- 
tee could exercise a power by turning over 
to the primary life beneficiary the corpus of 
the trust outright, she would be in the 
position of an adverse party. There are 
certain exceptions to the right of the grant- 
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or to exercise certain powers. In other 
words, there are certain powers which, if 
the grantor or any other person has the 
right to exercise them, will not make the 
income or the trust taxable to the grantor 
nor will they make the corpus of the trust 
taxable to the grantor. These powers 
which are specific exceptions in the law are 
as follows: 


Power to apply income to the support 
of a dependent.—A power in a trust which 
would permit the income to be used for the 
support of a dependent of a grantor of a 
trust will not make the trust taxable to 
the grantor merely because such income in 
the discretion of another person, the trustee, 
or the grantor acting as trustee or co- 
trustee, may be applied or distributed for 
the support or maintenance of a_bene- 
ficiary whom the grantor is legally obli- 
gated to support or maintain, except to the 
extent that such income is actually so ap- 
plied or distributed. (Sections 674(b)(1) 
and 677(b).) 


Power affecting beneficial enjoyment 
after expiration of ten-year period.—A 
trust may contain a power, the exercise of 
which can only affect the beneficial enjoy- 
ment of the income for a period commenc- 
ing after ten years, so that after the ten-year 
period the grantor of the trust might be- 
come the beneficial owner of the income. 
In other words, if a man sets up a trust 
for his daughter so that she will receive 
the income for life but it provides that after 
the end of ten years the man may exercise 
a power over the trust so he can make 
the income thereafter payable to himself, 
such a power during said ten-year period 
will not make the income taxable to the 
man during the ten-year period. However, 
after the ten-year period expires, the in- 
come will be taxable to him and not to his 
daughter unless he has relinquished the 
power. (Section 674(b)(2).) 


Power exercisable only by will—Any 
power over a trust which may be exer- 
cisable only by the will of a person will not 
make the income of the trust taxable to the 
grantor of the trust except, however, in 
several situations, These situations are 
where the income of the trust is accumu- 
lated for such disposition of the grantor or 
may be so accumulated for such disposition 
by the grantor or a nonadverse party or 
both, without the approval or consent of 
any adverse party. (Section 674(b)(3).) 


Power to allocate among charitable bene- 
ficiaries—A power to determine who shall 
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have the beneficial enjoyment of the corpus 
or the income therefrom is permissible 
provided the corpus and the income are ir- 
revocably payable to so-called tax-exempt 
charitable organizations. (Section 674(b) (4).) 


Power to distribute corpus.—A power to 
distribute corpus to or for one or more 
beneficiaries or to or for a class of bene- 
ficiaries, whether they are income bene- 
ficiaries or not, will not make the trust 
taxable to the grantor provided that the 
power is limited by a reasonably definite 
standard which is set forth in the trust 
instrument. 


Moreover, a power to distribute corpus 
to or for any income beneficiary will not 
make the trust taxable to the grantor pro- 
vided that the distribution of corpus is 
chargeable against the proportionate share 
of corpus held in trust for the payment 
of income to the beneficiary, as if the corpus 
constituted a separate trust. 


Further, the grantor may have the right 
to add to the beneficiary or beneficiaries 
additional persons who will receive the 
income or corpus of the trust provided such 
additional persons are after-born or after- 
adopted children. If they do not fall in 
the category of after-born or after-adopted 
children, the income of the trust could be 
taxable to the grantor and the purpose of 
the gift might very well be defeated. (Sec- 


tion 674(b)(5).) 


Power to withhold income temporarily.— 
A power to distribute or apply income to 
or for any current income beneficiary or to 
accumulate the income for him will not 
cause the grantor of the trust to be 
deemed the owner of the trust provided 
that any accumulated income will ultimately 
be payable to the beneficiary from whom 
distribution or application is withheld or 
to his estate or to his appointees or persons 
named as alternate takers in default of 
appointment; and further provided that 
such beneficiary possesses a power of ap- 
pointment which does not exclude from the 
class of possible appointees any person 
other then the beneficiary, his estate, his 
creditor or creditors of his estate. 


Also the power to distribute or apply 
income as aforesaid will be permitted pro- 
vided that any accumulated income is ulti- 
mately payable, on termination of the trust 
or in conjunction with a distribution of 
corpus (which is augmented by such ac- 
cumulated income), to the current income 
beneficiaries in shares which have been 


irrevocably specified in the trust instrument. 
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Accumulated income shall be considered 
so payable although it is provided that if 
any beneficiary does not survive a date of 
distribution which could have reasonably 
been expected to occur within the bene- 
ficiary’s lifetime, the share of the deceased 
beneficiary is to be paid to his appointees 
or to one or more designated alternate 
takers other then the grantor or the 
grantor’s estate, the shares of which have 
been irrevocably specified. A power does 
not fall within the powers described under 
the law if any person has a power to add to 
the beneficiary or beneficiaries or to a class 
of beneficiaries designated to receive the 
income or corpus except where such action 
is to provide for after-born or after-adopted 


children. (Section 674(b)(6).) 


Power to withhold income during dis- 
ability of a beneficiary—A power which 
may be exercisable by the grantor or a non- 
adverse party, only during the existence of 
a legal disability of any current income 
beneficiary or for the period during which 
any income beneficiary shall be under the 
age of 21 years, in order to distribute or 
apply income to or for such beneficiary or 
to accumulate and add the income to the 
corpus, will not make the income taxable to 
the grantor. A power does not fall within 
the powers described in the law if any 
person has a power to add to the beneficiary 
or beneficiaries or to a class of beneficiaries 
designated to receive the income or corpus 
except where such action is to provide for 
after-born or after-adopted children. (Sec- 
tion 674(b)(7).) 


Power to allocate between corpus and 
income.—A power to allocate receipts and 
disbursements as between corpus and in- 
come, even though expressed in broad lan- 
guage, will not cause the trust to be deemed 
the trust of the grantor nor will it cause 
him to be considered as having the bene- 
ficial enjoyment thereof or the income. 
(Section 674(b)(8).) 


Exceptions for Certain Powers 
of Independent Trustees 


There has been set forth above the gen- 
eral rule as to when the grantor of a trust 
will be considered the owner of a portion 
or all of the trust in the case where the 
grantor under certain circumstances has 
the beneficial enjoyment of the corpus or 
income of the trust. There are certain ex- 
ceptions to this in the case of independent 
trustees. The exception is provided in the 
law that the grantor will not be considered 
the owner if the power of disposition is 
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solely exercisable (with or without the 
approval or consent of another person) by 
a trustee or trustees, none of whom is the 
grantor; and no more than half of whom 
are related or subordinate parties who are 
subservient to the wishes of the grantor; 
and the power of appointment gives power 
(1) to distribute, apportion, or accumulate 
income to or for a beneficiary or bene- 
ficiaries, or to, for, or within a class of 
beneficiaries; or (2) to pay out corpus to 
or for a beneficiary or beneficiaries or to 
or for a class of beneficiaries (whether or 
not income beneficiaries). (Section 674(c).) 


Here, again, a power to enlarge upon a 
class of beneficiaries is not effected if it 
merely takes into consideration after-born 
or after-adopted children. 


Related or Subordinate Parties 


We have made mention above of persons 
who are considered related or subordinate 
parties. A related or subordinate party is 
any nonadverse party who is the grantor’s 
spouse (living with the grantor), or father, 
mother, issue, brother or sister; an employee 
of the grantor; a corporation or any em- 
ployee of a corporation in which the stock- 
holdings of the grantor and the trust are 
significant from the viewpoint of voting 
control; or a subordinate employee of a 
corporation in which the grantor is an 
executive. 

It is presumed that a subordinate or re- 
lated party is subservient to the grantor in 
respect of the exercise or nonexercise of the 
powers conferred on him, unless such party 
is shown not to be nonsubservient by a pre- 
ponderance of the evidence. In other words, 
the burden of proof would be placed upon 
the grantor. 

A spouse who is separated is not considered 
a related or subordinate party. (Section 
672(c).) 


Power to Allocate Income 
if Limited by Standard 


We have already indicated above a num- 
ber of powers concerning the income which, 
if incorporated in a trust, will not cause the 
trust to be taxable to the grantor. As a gen- 
eral rule, any power not included in the 
exceptions which are set forth in the law 
would most likely make the income of the 
trust taxable to the grantor. However, an 
additional standard is set forth which would 
eliminate the income’s being taxed to the 
grantor and that is a power to allocate in- 
come if the power is limited by a standard. 
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Thus, the beneficial enjoyment of the corpus 
or income of the trust will not be deemed 
in the grantor of the trust if there is a 
power which is solely exercisable (without 
the approval or consent of any other per- 
son) by a trustee or trustees, none of whom 
is the grantor or spouse of the grantor liv- 
ing with the grantor, to distribute a portion 
of accumulated income to or for a bene- 
ficiary or beneficiaries or to, for or within 
a class of beneficiaries, whether or not the 
conditions to withhold income temporarily 
or to withhold income during a disability of 
a beneficiary or a minority of the bene- 
ficiary are satisfied (if such power is limited 
by a reasonably definite external standard 
which is set forth in the trust instrument). 
Such a power would not be effected if the 
power would permit the adding of after-born 
or after-adopted children. (Section 674(d).) 


Administrative Powers 


Under the so-called administrative powers 
section of the law, the grantor would be 
treated as the owner of any portion of a 
trust in respect of which there is included 
any one of four types Of powers. One is 
the power to deal for less than adequate and 
full consideration; the second is the power 
to borrow without adequate interest or 
security; the third is the power to borrow 
trust funds; and the fourth deals with gen- 
eral powers of administration. 


Power to deal for less than adequate and 
full consideration.—The grantor of a trust 
will be considered as the owner of any por- 
tion thereof if the trust contains a power 
exercisable by the grantor or a nonadverse 
party, or both, without the approval or 
consent of any adverse party, if the power 
enables the grantor or any person to pur- 
chase, exchange, or otherwise deal with or 
dispose of the corpus or the income there- 
from for less than an adequate consideration 
in money or money’s worth. (Section 675 


(1).) 


Power to borrow without adequate inter- 
est or security.—The grantor of a trust will 
be treated as the owner of any portion of 
the trust in respect of which there is a 
power exercisable by the grantor or a non- 
adverse party, or both, which enables the 
grantor to borrow the corpus or income, 
directly or indirectly, without adequate in- 
terest or without adequate security except, 
however, in the case where a trustee (other 
than the grantor) is authorized under a 
general lending power to make loans to any 
person without regard to interest or secur- 


ity. (Section 675(2).) 
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Borrowing of the trust funds.—The gran- 
tor of a trust will be treated as the owner 
of any portion thereof in respect of which 
the grantor has directly or indirectly bor- 
rowed the corpus or income and has not 
completely repaid the loan, including any 
interest, before the beginning of the taxable 
year. This provision, however, will not ap- 
ply to a loan which provides for adequate 
interest and adequate security, if such loan 
is made by a trustee other than the grantor 
and other than a related or subordinate 
trustee subservient to the grantor. (Section 


675(3).) 


General powers of administration —The 
grantor of the trust will be treated as the 
owner of any portion thereof in respect of 
which there is a power of administration 
which is exercisable in a nonfiduciary ca- 
pacity by any person, without the approval 
or consent of any person in a fiduciary 
capacity. For the purposes of this provision 
of the law, the term “power of administra- 
tion” means any one or more of the follow- 
ing: 

(1) a power to vote or direct the voting 
of stock or other securities of a corporation 
in which the holdings of the grantor and 
the trust are significant from the viewpoint 
of voting control; 


(2) a power to control the investment of 
the trust funds either by directing invest- 
ments or reinvestments, or by vetoing pro- 
posed investments or reinvestments, to the 
extent that the trust funds consist of stocks 
or securities of corporations in which the 
holdings of the grantor and the trust are 
significant from the viewpoint of voting 
control; 

(3) a power to reacquire the trust corpus 
by substituting other property of an equiva- 
lent value. (Section 675(4).) 


Power to Revoke 


Many times a grantor in setting up a 
trust will reserve a right to revoke. There 
is a general rule. There is also a rule which 
applies only if the power to revoke is of 
such nature that the beneficial enjoyment 
of the income from the trust fund will only 
take place after the expiration of a ten- 
year period. The general rule says that the 
grantor of a trust will be treated as the 


owner of any portion of a trust where at 


any time the power to revest in the grantor 
title to such portion is exercisable by the 
grantor or nonadverse party, or both. (Sec- 
tion 676(a).) The exception, however, says 
that the general rule will not apply to a 
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power the exercise of which can only affect 
the beneficial enjoyment of the income for 
a period commencing after the expiration 
of a ten-year period. After the expiration, 
however, the grantor of the trust may be 
treated as the owner unless the power is 
relinquished. (Section 676(b).) 


Income for Benefit of Grantor 


There are special rules which apply where 
the income of the trust might find its way 
into the hands of the grantor. There is a 
general rule and also a special rule that 
relate to cases where there is an obliga- 
tion of support. The general rule may be 
said to be as follows: 

The grantor will be treated as the owner 
of any portion of a trust when the income, 
without the approval or consent of any 
adverse party, is or, in the discretion of the 
grantor or a nonadverse party, or both, 
may be: (1) distributed to the grantor; (2) 
held or accumulated for the future distribu- 
tion to the grantor; (3) applied to the pay- 
ment of premiums on policies of insurance 
on the life of the grantor (other than insur- 
ance policies irrevocably payable for chari- 
table uses and purposes). 

However, this provision in the law only 
applies to those cases where the power 
would permit the grantor to have the bene- 
ficial enjoyment of the income for a period 
commencing before the expiration of ten 
years. After the expiration of the ten-year 
period, the grantor would be treated as the 
owner of the income unless the power to 
obtain the beneficial enjoyment of the in- 
come were relinquished. In other words, if 
the grantor has set up a trust for Mr. Smith 
who is to enjoy the income for life except 
after ten years, the grantor has the right to 
receive the income in whole or in part for 
himself. After the expiration of the ten-year 
period, the income would be taxable to the 
grantor unless the grantor relinquishes 
the power. In any event the income during the 
first ten years would be taxable to Mr. 
Smith and not the grantor. (Section 677 


(a).) 
Obligations of support.— Oftentimes a 


problem has arisen with respect to whether 
the income would be taxable to the grantor 
of a trust if the income could be used for 
the support of any person whom the grantor 
had an obligation to support. Now the new 
Internal Revenue Code provides that the 
income of a trust will not be considered 
taxable to the grantor merely because such 
income in the discretion of another person, 
the trustee or the grantor acting as trustee 
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or cotrustee, may be applied or distributed 
for the support or maintenance of a bene- 
ficiary whom the grantor is legally obligated 
to support or maintain except, however, to 
the extent that such income is so applied 
or distributed. In other words, if a minor 
child of the grantor is the beneficiary of a 
trust which has an income of $3,000 dollars 
a year and the trustee uses the $3,000 to 
support the child while attending a boarding 
school, the general probabilities are that the 
general income of the trust would be tax- 
able to that extent to the grantor because 
the funds are being used to meet the obliga- 
tion of support of the child which the 
grantor should otherwise be meeting. How- 
ever, if the $3,000 income in the trust were 
being either accumulated for the minor’s 
benefit or paid out and reinvested for the 
minor’s behalf, it would not be taxable to 
the grantor. (Section 677(b).) 


Person Other Than Grantor 
Treated as Substantial Owner 


There are several situations in which a 
person other than the grantor will be 
treated as a substantial owner of a trust or 
a portion of a trust. The first situation oc- 
curs when such person has a power exercis- 
able solely by himself to vest the corpus 
therefrom in himself. (Section 678(a)(1).) 


The second situation occurs when such 
person has previously partially released or 
otherwise modified such a power and after 
the release or the modification retains such 
control as would subject a person who 
would be a grantor of a trust to treatment as 
the owner thereof. (Section 678(a)(2).) 


However, if the grantor of the trust is 
going to be taxable on the basis of being 
the owner of the trust by reason of reten- 
tion of certain powers and benefits under 
the trust, then, of course, no other person 
would be treated as a substantial owner of 
the trust. (Section 678(b).) 


Further, if the other person merely has 
the right to apply the income of the trust 
to the support or maintenance of such 
person whom the holder of the power is 
obligated to support or maintain, such other 
person is deemed to be the owner of the 
trust only to the extent that such income 
is so applied. (Section 678(c).) 

Further, a person has the right to re- 
nounce or disclaim the power which would 
give him the right to exercise dominion 
over the corpus or income of a trust. If 
such renunciation or disclamation is made 
within a reasonable time after the holder of 


280 


the power first became aware of its exist- 
ence, such person will not be deemed the 
owner thereof. (Section 678(d).) 


Reversionary Interests 


Many times when a person sets up a 
trust, the person will retain some reversion- 
ary rights. There are certain general and 
special rules touching upon this subject. As 
a general rule it may be said that the grant- 
or of a trust will be treated as the owner 
of any portion thereof in respect of which 
he has a reversionary interest in either the 
corpus or the income therefrom if, at the 
inception of that portion of the trust, the in- 
terest will or may reasonably be expected 
to take effect in possession or enjoyment 
within ten years commencing with the date 
of the transfer of that portion of the trust. 
(Section 673(a).) 


The first exception to this general rule 
applies in the case where income is payable 
to charitable beneficiaries. The law says 
that the general rule shall not apply to the 
extent that the income of that portion of 
a trust in which the grantor has a reversionary 
interest is, under the terms of the trust, 
irrevocably payable for a period of at least 
two years (commencing with the date of 
the transfer) to a designated beneficiary, 
which beneficiary is a church or a convention 
of churches, an educational organization, 
a hospital or research laboratory. (Section 
673(d).) 

The law says that the grantor will not 
be treated as the owner of any portion of 
a trust where his reversionary interest 
in such portion is not to take effect in pos- 
session or enjoyment until the death of the 
person or persons to whom the income 
therefrom is payable. (Section 673(c).) 
However, any postponement of the date 
specified for the reacquisition of possession 
or enjoyment of the reversionary interest 
shall be treated as a new transfer in trust 
commencing on the date the postponement 
is effected and terminating with the date 
prescribed by the postponement. However, 
income for any period shall not be included 
in the income of the grantor if such in- 
come would not be includable in the absence 
of such postponement. (Section 673(d).) 


Income of Estate or Trust 
in Case of Divorce or Separation 

The law provides that there should be 
included in the gross income of a wife who 


is divorced or legally separated under a 
(Continued on page 306) 
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Aliens and the United States 


Estate and Gift Taxes 
By HENRY SCHNEIDER 


This exhaustive article studies estate-gift tax considerations for aliens under 

1954 Code provisions—together with accompanying regulations— 

in light of rulings and decisions in this law area. Also briefly mentioned 

are modifications arising from United States treaties and conventions with 

other countries. Mr. Schneider—of the New York City firm of Moses & Singer— 
wrote, in our September, 1956 issue, on problems of alien income taxpayers. 


T HE estate and gift tax provisions of the 
United States Internal Revenue Code of 
1954 divide aliens into the two classes of 
resident (domiciliary) aliens and nonresi- 
dent (nondomicilary) aliens (Code Sections 
2101-2106 (estate tax) and 2501, 2511, 2513 
(a)(1), 2521, 2522(b) and 2523(a) (gift tax); 
Treasury Regulations Sections 20.2001-1(a) 
and (c) (estate tax) and 25.2501-1 and -2 
(gift tax)*). 

For estate tax purposes, there is no 
marked subdivision of nonresident aliens 
into those engaged in business in the United 
States and those not so engaged, although 
certain specific property transfers are de- 
clared nontaxable in the case of nonresi- 
dent aliens not engaged in business within 
the United States. The gift tax provisions 
of the 1954 Code for the first time do subdi- 
vide nonresident aliens into those “engaged 
in business in the United States” and those 
not so engaged. New Code Section 2501 
provides that in the case of gifts by non- 
resident aliens so engaged, gift tax is im- 
posed with respect to gifts of property 
(tangible or intangible) situated in the 
United States. In the case of gifts by non- 
resident aliens not so engaged, the gift tax 
is imposed only with respect to gifts of 
tangible property situated in the United 
States (Regulations Section 25.2511-3(a)). 

It is noteworthy that an increasing num- 
ber of death tax treaties or conventions 
between the United States and other coun- 
tries modify the Code provisions concerning 


* Citations to regulations refer to the pro- 
posed regulations under the 1954 Code. 
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estate taxation of aliens in many respects, 
and a small number of gift tax treaties 
modify the Code provisions conerning gift 
taxation of aliens. Such treaties, which are 
designed to eliminate or alleviate inter- 
national double death taxation or gift tax- 
ation and to prevent estate or gift tax 
evasion by providing for reciprocal assist- 
ance in estate or gift tax enforcement 
through exchange of information, override 
all contrary Code provisions. (Code Section 
7852(d).) Reference accordingly should be 
made to the particular death and gift tax 
treaties (Regulations Sections 20.2001-1(a) 
and 25.2521-1(a)). None of the provisions 
of any of such treaties will be discussed in 
detail in this article. 


Generally, the principal United States tax 
effects of most death tax treaties upon one 
who is alien to the United States and who 
is a citizen or domiciliary of the other con- 
tracting country are to (1) establish situs rules 
for determining the imposition of tax on 
nonresident aliens and for determining the 
credit for foreign death taxes in the case 
of resident aliens, (2) allow to a nonresi- 
dent alien a pro-rata portion of the specific 
$60,000 exemption allowed to United States 
citizens and residents and (3) provide for 
resident aliens a credit for foreign death 
taxes. 


The principal United States tax effects 
of the few gift tax treaties upon one alien 
to the United States who is a citizen or 
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domicilary of the other contracting country 
are to (1) establish situs rules for deter- 
mining the imposition of tax on nonresident 
al‘ens and for determining the foreign gift 
tax credit, (2) allow to a nonresident alien 
a pro-rata portion of the specific $30,000 
exemption allowed to United States citizens 
and residents and (3) provide for resident 
zliens a credit for foreign gift tax. 

The full text of all such treaties, and the 
regulations thereunder, may be found in 
CCH Tax Treaties. See also Franz M. 
Joseph, “Death Tax Treaties; A Compari- 
son of Basic Provisions,” Proceedings of New 
York University Thirteenth Annual Institute 
on Federal Taxation, page 343; Burton W. 
Kantor, “The United States Estate Tax 
Treaty Program,” 9 Tax Law Review 401; 
Internal Revenue Service Publication No. 
228, “Outline of Death Duty and Gift Tax 
Treaties Between the United States and 
Other Countries.” 


Residence 

The Code confines its special provisions 
for aliens almost exclusively to the case of 
a decedent “nonresident not a citizen of the 
United States.” (See Code Sections 2101- 
2106, 2501.) 

The Code defines the term “United States” 
as follows: “The term ‘United States’ when 
used in a geographical sense includes only 
the States, the Territories of Alaska and 
Hawaii, and the District of Columbia.” 
(Code Section 7701(a)(9).) This definition 
is helpful. For example, it enables the 
determination that a person resident of a 
“possession of the United States,” such as 
Puerto Rico (see Code Section 7701(c)), 
the Virgin Islands or Guam, is not by rea- 
son of such residence a resident of the 
United States. See Regulations Sections 
20.2001-1(c) and 25.2501-2(b). However, the 
Code nowhere defines “citizen” or “non- 
resident.” Omission of a definition of “citi- 
zen” is quite understandable, since the term 
is defined in the Constitution and in the 
Immigration and Nationality Act. Compare 
Regulations Section 1.1-l(c) (income tax). 
The omission of a definition of “nonresi- 
dent” is more important; no_ legislative 
standard is established for administrative 
and judicial implementation. 

The estate tax regulations define “resi- 
dent” as follows (Section 20.2001-1(c)): 
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term ‘resident’ means a decedent 
who, at the time of his death, had his 
domicile in the United States. The term 
‘nonresident’ means a decedent who, at the 
time of his death, had his domicile outside 
the United States. (See, however, section 
2202 with respect to missionaries in foreign 
service.) ... A person acquires a domicile 
in a place by living there, for even a brief 
period of time, with no definite present in- 
tention of later removing therefrom. Resi- 
dence without the requisite intention to 
remain indefinitely will not suffice to consti- 
tute domicile, nor will intention to change 
domicile effect such a change unless ac- 
companied by actual removal.” (Italics 
supplied.) 


“The 


The gift tax regulations similarly define 
“residence” as “domicile” (Section 25.2501- 


2(b)): 


“A resident is one who has his domicile 
in the United States at the time of the gift.” 


“Domicile” is then defined in terms almost 
identical to the excerpt hereinabove set forth 
from the estate tax regulations. 


In view of the fact that the Internal 
Revenue Service has construed residence 
for income tax purposes as something which 
may be less than domicile, it is not sur- 
prising to find that for estate and gift tax 
purposes courts have determined aliens to 
be nonresidents under circumstances which 
might impel a court to make a finding of 
residence for income tax purposes, Com- 
pare Marie-Anne De Goldschmidt-Rothschild, 
CCH Dec. 16,010, 9 TC 325, aff'd, 48-1 ustc 
7 10,625, 168 F. (2d) 975, a gift tax case, 
with the discussion of residence for in- 
come tax purposes in Henry Schneider, 
“Aliens and the United States Income Tax 
—1956,” 34 Taxes 583 (September, 1956). 
In the De Goldschmidt-Rothschild case, the 
alien divorcee, together with her children, 
entered the United States in 1940 as a 
war refugee from France on a temporary 
six-month visitor’s visa and, prior to the 
making of the gifts in question, filed an 
application for pre-examination to deter- 
mine in advance her eligibility for entry as 
a quota immigrant. After the gifts were 
made, but during the same year, this appli- 
cation was denied. Later during the same 
year, she was pre-examined and she applied 
for, and obtained, a visa as a quota immi- 
grant and entered the United States as a 
quota immigrant. The court held that she 
was a nonresident at the date of the gifts 
because at that time she did not desire or 
intend to stay permanently in the United 
States, but desired and intended to return 
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to her home, her domicile in France. See 
also F. Gtacomo Fara Forni, CCH Dec. 
20,479, 22 TC 975; Julius Bloch-Sulzberger 
Estate, CCH Dec. 16,129(M), 6 TCM 1201; 
Frederick Rodiek, CCH Dec. 9219, 33 BTA 
1020 (nonacq.), aff'd, 37-1 ustre {§ 9032, 87 
F. (2d) 328; Bowring v. Bowers, 1 ustc J 293, 
24 F. (2d) 918 (CCA-2, 1928), cert. den., 277 
U. S. 608 (income tax case). But compare 
Estate of Anthony H, G. Fokker, CCH Dee. 
16,474, 10 TC 1225; Guaranty Trust Com- 
pany, CCH Dec. 7429, 25 BTA 507; Fifth 
Avenue Bank of New York, as Executor, 
CCH Dec. 9753, 36 BTA 534. 

In Estate of Jan W. Nienhuys, CCH Dec. 
18,734, 17 TC 1149, the court held that the 
Dutch decedent—who, after arriving in the 
United States on a visitor’s visa, later went 
to Canada and then returned here on a 
quota immigrant’s visa—was a nonresident 
for estate tax purposes; despite the “factwm” 
of residence here, sufficient for income tax 
purposes, the facts showed no “animus to 
change the prior domicile.” In William N. 
Byers v. U. S., 56-2 uste 99771 (Ct. Cls.), 
the court said: “Domicile is a compound 
of fact and law. Traditional formula re- 
quires conjunction of physical presence and 
animus manendi in the new location to bring 
about a domiciliary change.” 

The courts have uniformly accepted the 
construction that in the estate tax provisions 
the term “residence” means “domicile.” 
(Farmers Loan & Trust Company, 1932 CCH 
{ 9413, 60 F. (2d) 618; Fifth Avenue Bank 
of New York, Estate of Jan W. Nienhuys 
and Forni, cited above. See City Bank Farm- 
ers Trust Company v. Bowers, 4 ustc J 1216, 
68 F. (2d) 909, cert. den., 292 U. S. 644. 
See also Paul, Federal Estate and Gift 
Taxation, Volume I, Section 2.05; Joseph, 
“Domicile and Residence of Individuals for 
American Tax Purposes,” 29 Taxes 916, 
917 (November, 1951). Paul states: “The 
definition of ‘residence’ in terms of ‘domicile’ 
probably stems from common law principles 
which recognize the law of domicile as de- 
termining the succession,” ) 

Domicile should be and no doubt was 
intended to be the test of different treat- 
ment. But there is no reason why the 
Code, clearly intending domicile, should 
not speak in terms of “domicile,” nor is 
there any good reason for the continuance 
of the anomaly of using the word “resident” 
with two different meanings in different 
parts of the same Internal Revenue Code 
without express legislative definition to 
such effect. The language of the estate and 
gift tax provision should be changed to 
reflect the fact that domicile is the test. 


Aliens and Estate and Gift Taxes 


Reference should be made to particular 
death tax and gift tax treaties to ascertain 
whether any special rules are provided for 
determination of domicile. 


“Engaged in Business 
in the United States"’ 


There is no statutory or adm/‘nistrative 
definition of “engaged in business in the 
United States.” What constitutes engaging 
“in trade or business within the United States” 
has been more fully explored in income tax 
cases. See Schneider, work cited above. 
Pinchot v. Commiss-oner, 40-2 ustc § 95°2, 
113 F. (2d) 718 (CCA-2) is an informative 
estate tax case. See also Tarafa y Armas 
Estate, CCH Dec. 9908, 37 BTA 19 (acq.); 
Rev. Rul. 56-52 (ambassador or other diplo- 
matic officer of a foreign country); Paul, 
work cited above, Volume I, Section 2.12; 
Turner v. McCuen, 2 ustc 9572 (DC Vt., 
1930). 


RESIDENT ALIENS 


Resident aliens are subject to estate tax 
and gift tax in almost exactly the same 
manner as citizens. See Regulations Sec- 
tions 20.2001-1(a) and 25.2501-1 and -2. 

The estates of resident aliens thus are 
taxable with respect to all property, wher- 
ever situated, except real property situated 
outside the United States. Also, resident 
alien donors are subject to gift tax with 
respect to transfers by gift, regardless of 
where the real or personal property is situ- 
ated. Reference should be made to particu- 
lar death tax and gift tax treaties. 


Estate Tax 


The estate tax is imposed upon the trans- 
fer of property at death (see Regulations 
Section 20.2001-1(b)) and extends to vari- 
ous inter-vivos transfers deemed to be simi- 
lar to testamentaty dispositions as well as 
to property subject to a general power of 


appointment in the decedent. See Regu- 
lations Section 20.2001-1(d)(2). Estate tax 
rates are graduated, and range from 3 per 
cent of the taxable estate not in excess of 
$5,000 to 77 per cent of the taxable estate 
in excess of $10 million. See Regulations 
Section 20.2001-2. 

The estates of resident aliens are, in gen- 
eral, subject to the same tax rates, credits, 
method of computing taxable estate, and 
administrative and other provisions as are 
those of citizens (Code Sections 2001-2056, 
2201-2207; Regulations Section 20.2001-1(a); 
see William McDougall, CCH Dee. 12,181, 
45 BTA 803). 
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The Code provisions granting the credit 
for foreign death taxes specify that, in the 
case of a resident not a citizen, credit shall 
not be allowed unless the foreign country 
of which the decedent was a citizen or 
subject allows a similar credit in the case 
of a United States citizen who resided there 
(Code Section 2014(a); Regulations Section 
20.2014-1(a)(1)). Note that there is no 
credit for foreign death taxes imposed by 
a third country. Reference should be made 
to particular death tax treaties. See Regu- 
lations Section 20.2014-1(a)(2) and (3). 

All allowable credits are credits against 
tax, to be subtracted from the “gross estate 
tax” in order to arrive at the “net estate 
tax” payable. See Regulations Section 
20.2001-1(d)(4) and (5). The gross estate 
tax is determined by applying the pertinent 
tax rates to the “taxable estate.” See Regu- 
lations Section 20.2001-1(d)(4). 

Under the generally applicable estate tax 
provision, the “taxable estate” is determined 
by deducting from the “gross estate” the 
“exemption and deductions” provided for in 
Code Sections 2052-2056. See Regulations 
Section 20.2001-1(d)(3). The Code pro- 
visions defining “gross estate” do not dif- 
ferentiate between United States citizens 
and resident aliens. See Code Sections 2031- 
2044, 2001 and 2051. The gross estate of 
a resident alien thus includes “property, 
real or personal, tangible or intangible, 
wherever situated, except real property situ- 
ated outside of the United States.” (Code 
Section 2031(a).) See Regulations Section 
20.2001-1(d) (2). 


As in the case of estates of United States 
citizens, the exemption is $60,000 (Code 
Section 2052) and the deductions include 
expenses, indebtedness and taxes (Code 
Section 2053), losses (Code Section 2054), 
transfers for public, charitable and religious 
uses (Code Section 2055) and the marital 
deduction (Code Section 2056). 

Finally, estates of resident aliens are sub- 
ject to the same requirements as to returns 
and payment of tax as those of citizens 
(Code Sections 6018(a), 6075(a) and 6151 
(a)). See Regulations Sections 20.6018-1(a), 
20.6018-2, 20.6018-3(a), 20.6036-1, 20.6075-1, 
20.6091-1, 20.6151-1 and 20.2002-1. 


Gift Tax 


The gift tax is imposed upon the gratui- 
tous inter-vivos transfer of property by 
individuals (Regulations Section 25.2501-1). 
The imposition of tax is on a cumulative 
basis at graduated rates upon the aggregate 
sum of the taxable gifts made during each 


284 


April, 1957 @ 


calendar year. The rate of tax is deter- 
mined by the total of all gifts made by the 
donor during the year and in all previous 
years since June 6, 1932. The rates are 
fixed at a level equal to 75 per cent of the 
comparable estate tax rates, steeply gradu- 
ated from 2% per cent of the aggregate 
sum of the taxable gifts not in excess of 
$5,000 in value up to a maximum rate of 
57% per cent for all taxable gifts which 
exceed the aggregate sum of $10 million 
(Code Section 2502; Regulations Section 
25.2502-1). 

Resident aliens are subject to the same 
gift tax rates, method of computing taxable 
gifts, and administrative and other pro- 
visions as citizens (Code Sections 2501, 
2511, 2513, 2521-2523; Regulations Sections 
25.2501-1 and -2(a), 25.2513-1(a), 25.2521-1 
(a), 25.2522(a)-1 and 25.2523(a)-l(a)). See 
Paul, work cited above, Volume II, Section 
15.20. 


The term “taxable gifts” means the total 
amount of gifts made during the calendar 
year less the deductions provided in Sec- 
tions 2521 and following (Code Section 
2503(a)). 


However, the first $3,000 of gifts (other 
than gifts of “future interests”) made to 
every person by the donor each calendar 
year are excludable from the total amount 
of gifts made during such year (Code Sec- 
tion 2503(b) and (c)). 


The Code provisions as to includable trans- 
fers do not differentiate between United States 
citizens and resident aliens. The transfers 
by gift subject to tax include personal and 
real property, tangible and intangible prop- 
erty, situated within and without the United 
States (Code Section 2501; Regulations 
Section 25.2501-1 and -2(a)). 


As in the case of United States citizens, 
there is provision for a deduction of a life- 
time specific exemption of $30,000 (Code 
Section 2521). Other deductions include 
charitable gifts and similar ones, also gifts 
to a spouse (Code Sections 2522-2524). 

Resident aliens are subject to the same 
requirements as to returns and payment of 
tax as citizens (Code Sections 6019, 6075(b) 
and 6151(a)). 

Reference should be made to particular 
gift tax treaties for provisions as to credit 
for foreign taxes. 


NONRESIDENT ALIENS 


The main difference between estate and 
gift taxation of resident aliens and such 
taxation of nonresident aliens is that the 
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resident alien is taxable with respect to 
property situated outside (as well as in) the 
United States (except that the estate tax 
never extends to real property situated out- 
side the United States) (Code Sections 
2031(a) and 2103 (estate tax) and 2501 and 
2511(a) (gift tax)). See MacDonald v. U. S., 
56-1 ustc § 11,599 (DC Mass.), applying the 
gift tax to foreign real property. An additional 
distinctive feature of gift taxation of non- 
resident aliens is that such persons, if not 
engaged in business in the United States, 
are not taxable on the transfer of intangible 
property, whether situated abroad or in the 
United States (Code Section 2501(a); Regu- 
lations Section 25,2511-3(a)). 


Estate Tax 


The provisions covering the estate tax- 
ation of estates of nonresident aliens are 
grouped in Code Sections 2101-2106. See 
Regulations Section 20.2001-1(a). 


Rates.—The rates of taxation are the 
same as in the case of estates of citizens 
and residents (Code Section 2101; Regu- 
lations Section 20.2101-1). 


Credits.—The credits against estate tax 
for state death taxes, the gift tax and the 
estate tax on prior transfers, provided for 
the estates of citizens and residents under 
Code Sections 2011-2013, are equally avail- 
able to estates of nonresident aliens (Code 
Section 2102; Regulations Section 20.2102-1). 
Not available to the estate of a nonresident 
alien is the credit for foreign death taxes 
granted to estates of citizens and residents 
under Code Section 2014 and Regulations 
Sections 20.2014-l1(a) and 20.2102-1. 


Gross estate—The value of the gross 
estate of a nonresident alien subject to 
estate tax is only that portion of the “en- 
tire gross estate” that was situated in the 
United States at the time of his death (Code 
Section 2103; Regulations Section 20.2103-1; 
compare Estate of Jan W. Nienhuys, cited 
above). Property situated outside the United 
States need not be disclosed unless deductions 
are claimed or such information is specifically 
requested (Code Section 2106(b); Regulations 
Sections 20.2103-1; 20.2106-1 and -2). 


Situs.—Particular rules for determining 
the situs of many kinds of property have 
been laid down in some death tax treaties 
(Regulations Section 20.2104-1(c)). Other- 


wise, the generally applicable rules for 
determining whether property is situated 
within or without the United States appear 
in two unrevealing sections of the Code— 
2104 and 2105—and more extensively in the 
regulations. 


Aliens and Estate and Gift Taxes 


Code Section 2104, entitled “Property 
Within the United States,” in addition to 
prescribing that property of which the decedent 
made a transfer in contemplation of death 
or with retained life estate or taking effect 
at death, or a revocable transfer, within the 
meaning of Code Sections 2035 to 2038, 
respectively, shall be deemed to be situated 
in the United States, if so situated either 

the time of the transfer or at the time 
of his death (Code Section 2104(b)), speci- 
fies merely that “shares of stock owned and 
held by a nonresident not a citizen of the 
United States shall be deemed property 
within the United States only if issued by 
a domestic corporation.” (Code Section 


2104(a).) 


No rule of any general application is thus 
furnished by Section 2104, which reflects 
one important change made by the 1954 
Code. This section retained the rule that 
stock in a domestic corporation (that is, 
one organized under the laws of the United 
States, any state or territory thereof, or 
the District of Columbia) is conclusively 
deemed to be situated in the United States, 
irrespective of where the certificates are 
physi ally located. Compare Bickford-Smith 
v. U. S., 48-2 uste § 10,639, 80 F. Supp. 660 
(Ct. Cls.); Estate of Paul M. Vandenhoeck, 
CCH Dec. 14,150, 4 TC 125. (It has been held, 
however, that where a decedent owned cer- 
tificates physically abroad, issued by the 
Dutch Adminstration Office, representing 
stock in domestic corporations the certifi- 
cates for which were physically in the 
United States, the decedent’s holdings were 
not situated in the United States (Estate of 
Jan W. Nienhuys, cited above).) 


However, Section 2104, as enacted in 1954, 
changed the former rule in the case of stock 
in a foreign corporation. Such stock cannot 
be held to be property within the United 
States even if the certificates are physically 
located in the United States. (Regulations 
Section 20.2105-1(g).) The House report on 
the 1954 Code gives the following reason 
for this change (at page 92): 


“This rule conforms to the tax conven- 
tions the United States has entered into 
with many countries and removes any de- 
terrent to the use of United States bank 
and trust companies as depositories.” 


This rule makes attractive to a nonresi- 
dent alien, otherwise deterred by United 
States estate tax considerations, the use of 
a foreign corporation as a holding company 
for his United States securities. The non- 
resident alien can now, for safety, deposit 
the stock of the foreign corporation with 
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a United States bank either in a custody 
account or in a revocable trust, without fear 
of the imposition of the United States 
estate tax. Of course, possible adverse in- 
come tax consequences of the formation of 
a foreign holding corporation must also be 
considered. Compare Rowen, “Tax Alterna- 
tives of a Nonresident Alien,” 34 Taxes 
465, 472 (July, 1956), who—although adver- 
tising to the general assumption that a 
nonresident alien’s gross estate subject to 
United States estate tax would not include 
stock of a foreign corporation even if such 
corporation’s sole assets are property which 
would be subject to estate tax if directly 
held by the nonresident alien—raised the 
possibility that the Service at some time 
may seek to “ignore the corporate entity” 
and assert an estate tax. 


Code Section 2105, entitled “Property With- 
out the United States,” merely provides for 
special exemptions from tax, hereinbelow 
discussed; certain proceeds of life insurance; 
bank deposits of nonresident aliens not en- 
gaged in business in the United States; and 
works of art on loan for exhibition. 


Regulations Section 20).2104-1(a) specifies 
what property is considered to be situated 
in the United States, as follows: 

“(1) Real property located in the United 
States. 

“(2) Tangible personal property located in 
the United States, except certain works of 
art on loan for exhibition (see § 20.2105-1). 

“(3) Written evidence of intangible per- 
sonal property which is treated as being 
the property itself, such as a bond for the 
payment of money, if it is physically located 
in the United States, except obligations of 
the United States (but not its instrumen- 
talities) issued before March 1, 1941, if the 
decedent was not engaged in business in 
the United States at the time of his death. 


“(4) Intangible personal property the 
written evidence of which is not treated as 
being the property itself (other than corpo- 
rate shares, amounts receivable as insur- 
ance on the decedent’s life, and moneys 
deposited in the United States with any 
person carrying on the banking business), 
if it is issued by or enforceable against a 
resident of the United States or a domestic 
corporation or governmental unit. 

“(5) Shares of stock issued by a domestic 
corporation, regardless of the location of 
the certificates. 

“(6) Moneys deposited in the United 
States with any person carrying on the 
banking business by or for the decedent, 
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if the decedent was engaged in business in 
the United States at the time of his death.” 


Regulations Section 20.2105-1 specifies 
what property is considered to be situated 
outside the United States. 


Consistent with the foregoing statutory 
provisions and regulations and in the absence 
of contrary provisions in death tax treaties, 
intangibles would be held to have a situs 
within the United States as in Burnet v. 
Brooks, 3 ustc § 1074, 288 U. S. 378 (to the 
extent that it related to foreign and domes- 
tic bonds, the paper evidences being all 
physically located in the United States); 
Sanchez v. Bowers, 1934 CCH J 9284, 70 F. 
(2d) 715 (CCA-2); and Equitable Trust Com- 
pany of New York (Estate of Beresford), 
CCH Dee. 8730, 31 BTA 329, rev'd, on other 
grounds, 36-1 ustc § 9154, 82 F. (2d) 157, 
cert. den., 299 U. S. 552 (accrued income 
and annuity from trust maintained in the 
United States); Rev. Rul. 55-701 (partner’s 
interest in a partnership organized and 
doing business in the United States); and 
Rev. Rul. 55-163 (trust funds held by a 
New York trust company under a revocable 
trust created by a nonresident alien to the 
extent invested by the trustee in partici- 
pating units of a common trust fund oper- 
ated under the provisions of the New York 
banking law). Intangibles would be held 
not to have a situs within the United States 
as in Holsten, CCH Dec. 9593, 35 BTA 568 
(acq.), aff'd, 93 F. (2d) 1002, and Rev. Rul. 
54-21, 1954-1 CB 203 (domestic bond physi- 
cally in a foreign country); G. C. M. 18718, 
1937-2 CB 476 (interest in a French part- 
nership which is a legal entity despite the 
fact that such French partnership was a 
member of a domestic partnership); and 
Tarafa y Armas Estate, cited above (domes- 
tic mortgage bonds physically in a foreign 
country, the mortgage being on foreign real 
estate, and capital being contributed to a 
foreign conjugal partnership). A contrary 
decision on such domestic mortgage bonds 
physically in a foreign country was reached 
in G, C. M, 15773, XIV-2 CB 353. 

In Estate of George McNaught Lockie, 
CCH Dec. 19,937, 21 TC 64 (acq.), it was 
held (under the 1939 Code when the regu- 
lations provided that stock in a foreign cor- 
poration would be property within the United 
States if the certificates therefor were physi- 
cally located in the United States) that cer- 
tain certificates, connected with decedent's 
ownership of Bank of Nova Scotia stock 
and with loans made by decedent to the 
British Treasury, which were physically 
located in the United States were not “the 


1957 © TAXES—The Tax Magazine 





property itself,” were therefore not situated 
in the United States and were not subject 
to estate tax. The court also held that cer- 
tain stocks, for the purchase of which dece- 
dent’s broker had contracted—on the day 
before decedent died—in the regular way 
on the New York Stock Exchange, which 
meant that delivery and payment would be 
made two days after the contract date, were 
not owned by the decedent at the date of 
his death and were therefore not includable 
in his estate. The contracts to buy the 
stock had no value when he died because 
the then value of the stock was less than 
the agreed purchase price. 


A gift tax case decided under the 1939 
Code sheds further light on the subject of 
the situs of “intangible personal property 
the written evidence of which is not treated 
as being the property itself.” In Wodehouse, 
CCH Dec. 19,361, 19 TC 487 (1952) (acq.), 
the Tax Court held that assignments exe- 
cuted and delivered in France by a non- 
resident alien husband to his nonresident 
alien wife (both residing in France) of a 
one-half interest in novels and short stories 
authored by the assignor were not taxable 
gifts because the property was situated out- 
side the United States. The situs of the 
property was considered to be outside the 
United States on the basis of the facts that 
the assignments were executed in France, 
and the manuscripts were then in France 


and had not yet been copyrighted in the 
United States at the time of the assign- 


ments. The court rejected the Commis- 
sioner’s argument that the situs of the 
property should be held to be within the 
United States because the novels and stories 
were later copyrighted in the United States, 
because the proceeds came from a buyer 
thereof who was located in the United 
States, because the novels and stories were 
so purchased with the expectation of receiv- 
ing income from readers in the United 
States and because the payments received 
by the assignor and the assignee were made 
to the assignor’s agent in the United States. 


It was the court’s view that the interest 
that the assignee later had in the United 
States copyrights, as a property right, flowed 
from the assignments which had been made 
before the manuscripts were so copyrighted. 
In this light, the court pointed out, the 
payments to the assignee of profits resulting 
from the sales of publishing and book rights 
of the manuscripts in the United States 
were the results of rights which accrued to 
the assignee under the terms of the assign- 
ments executed and delivered in France. 


Aliens and Estate and Gift Taxes 


But compare Sax Rohmer, CCH Dec. 20,242, 
21 TC 1099, 

Physical location of tangible personal 
property in the United States at the date 
of death does not always mean that the 
property has a situs in the United States. 
In Murchie v. Delaney, 49-1 ustc J 10,707, 82 
F. Supp. 176, aff'd, 49-2 ustrc § 10,741, 177 
F. (2d) 444 (CA-1), the court held that: 


property such as the jewelry and 
other personal effects involved here, which 
is physically present in this country only 
because it was being carried on a journey 
through this country from one foreign 
country to another by a nonresident alien 
owner who happens to die here in the 
course of that journey, is not property 
situated in the United States a 


“Situs,” for this purpose, means some- 
thing more than mere transitory or tem- 
porary physical location in space. 


Life insurance.—Code Section 2105(a) 
provides: “For purposes of this subchapter, 
the amount receivable as insurance on the 
life of a nonresident not a citizen of the 
United States shall not be deemed property 
within the United States.” See Regulations 
Sections 20.2105-1(h) and 20.2104-1(a)(4); 
Estate of Jan W. Neinhuys, cited above. 


It should be noted that this specific prop- 
erty exemption extends to any nonresident 
alien and is not restricted to those not en- 
gaged in business in the United States. 
See also Paul, work cited above, Volume I, 
Section 2.07; Wurzel, “Nonresident Aliens and 
Federal Estate Tax: A Legislative Prob- 
lem,” 38 Columbia Law Review 52, 65. 


Bank deposits.—Code Section 2105(b) pro- 
vides: “For purposes of this subchapter, 
any moneys deposited with any person car- 
rying on the banking business, by or for a 
nonresident not a citizen of the United 
States who was not engaged in business in 
the United States at the time of his death 
shall not be deemed property within the 
United States.” See Regulations Sections 
20.2105-1(j) and 20.2104-1(a)(4). It should 
be noted that this specific property exemp- 
tion is restricted to only those nonresident 
aliens who were not engaged in business 
within the United States. This exemption 
provision has been held to apply to: 


(1) Money of a decedent held by a bank 
under “agency agreement” as “agent and 
custodian” and “subject to owner’s instruc- 
tions.” (Gade Estate, CCH Dec. 16,326, 10 
TC 585 (acq.); Estate of Melotte, CCH Dec. 
16,338(M), 7 TCM 208; Special Ruling, 
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March 7, 1944; see Estate of Davey, CCH 
Dec. 16,305, 10 TC 515 (acq.). Contra: 
G. C. M. 22419, 1940-2 CB 288.) 


(2) A bank deposit by another “for” the 
decedent as an undisclosed principal (Weiss 
Estate, CCH Dec. 14,982, 6 TC 227 (acq.)). 


(3) A fund credited to the decedent in 
the customer’s ledger account of a trust 
company (Estate of Annina F, F. Forni, 
CCH Dee. 12,551, 47 BTA 76 (acq.)). 


(4) A bank deposit made by a prior 
decedent nonresident alien where the later 
decedent nonresident alien was sole heir of 
the other decedent and was, under the 
applicable foreign law, the “owner” of all 
the prior decedent’s property, including the 
bank deposit (Estate of De Eissengarthen, 
CCH Dec. 16,479, 10 TC 1277 (acq.); Estate 
of Mertyn S. Bradford-Martin, CCH Dec. 
19,045, 18 TC 544 (acq.); Estate of Lesley 
Diana Worthington, CCH Dec. 19,116, 18 
TC 796 (acq.)). 


(5) A bank deposit in the name of trustees 
of a trust which had terminated by reason 
of the life tenant’s death, the principal of 
which was awaiting distribution to the non- 
resident alien and another as equal re- 
maindermen, distribution having been long 
delayed by United States foreign blocking 
controls (Jrene de Guebriant Estate, CCH 
Dec. 17,600, 14 TC 611 (acq.), rev’d on 
another point, 51-1 ustc $10,791, 186 F. 
(2d) 307 (CA-2)). 


(6) A bank deposit made in the name of 
the Treasurer of the City of New York 
for the benefit of a nonresident alien re- 
mainderman—the life tenant having died— 
which bank deposit had been vested by. the 
Alien Property Custodian before the non- 
resident alien remainderman died (Estate of 
Lina Joachim, CCH Dec. 20,459, 22 TC —, 
No. 106 (acq.)). 


(7) Moneys deposited with an express 
company engaged in the banking business 
(Rev. Rul. 54-114). 


(8) Funds on deposit in a mutual sav- 
ings bank organized under the New York 
banking law and in mutual savings banks 
organized under the laws of other states, 
unless under any such law “the depositor is 
in fact held to be a share member of such 
organization to the end that his interest 
therein is proprietary in nature.” (Rev. 
Rul. 54-623.) 


This specific property exemption has been 
held not to apply to: 


(1) A bank deposit transferred by a non- 
resident alien to the depositary bank as 
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trustee of a trust created by the alien, 
where the alien did not have an unqualified 
power of revocation (City Bank Farmers 
Trust Company v. Pedrick, 48-1 ustc J 10,622, 
168 F. (2d) 618 (CCA-2), cert. den., 335 
U. S, 898). The case indicated that the 
ruling would have been the same had the 
trust been fully revocable by the decedent 
alien. Compare Davey, cited above. 


(2) A bank deposit by a resident trustee 
of the trust’s funds where the trust had 
been created by the nonresident alien, she 
was the sole income beneficiary and the 
trustee had the power to invade principal 
for her benefit (Estate of Fredericka Loewen- 
stein, 16 TC 1152, opinion replaced by CCH 
Dec. 18,441, 17 TC 60 (acq.)). 


(3) A deposit, bearing a bank rate of 
interest, with a relative in the export- 
import business, who had no banking license 
and no other depositors (Rosenblum v. An- 
glim, 43-1 ustc $10,044, 135 F. (2d) 512 
(CCA-9)). 


(4) Loans made to the decedent’s two 
stepsons, members of a five-man partner- 
ship engaged in dealing in money and 
securities (Todd v. U. S., 2 ustc | 667, 46 
F. (2d) 589). 


(5) Funds “deposited” in federal savings 
and loan associations. Such associations are 
not persons carrying on the banking busi- 
ness because the rights possessed by the 
so-called depositor-member are “in the nature 
of proprietary interests which are not at all 
similar to the rights of a general or special 
depositor in a bank.” (Rev. Rul. 54-624, 
which states that its ruling is equally ap- 
plicable to state-chartered savings and loan 
associations and building and loan associa- 
tions unless such associations can be shown 
to be not in fact similar in all material re- 
spects to the organizational make-up of 
federal savings and loan associations.) 


(6) Funds in a safe deposit box rented in 
the name of the decedent from a _ bank 
located in the United States. The words 
“moneys deposited,” as used in the statutory- 
exemption provision, “apply to so-called 
general deposits with a bank where the 
relationship of debtor and creditor between 
the bank and the depositor exists with re- 
spect to such deposits.” (Rev. Rul. 55-143.) 


(7) A bank deposit in the name of revoc- 
able Swiss and Liechtenstein Stiftungs (Es- 
tate of O. T. Swan, CCH Dec. 21,173, 24 
TC 829 (acq.)). 

(8) Funds on deposit with the Treasurer 
of the United States, held for the account 
of the Attorney General of the United 
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States, as the successor to the Alien Prop- 
erty Custodian, in whom had been vested 
the funds owned by the nonresident alien 
decedent not engaged in United States 
business (Rev. Rul. 56-421). 

A bank of deposit will not incur any 
estate tax liability for the transfer of moneys 
on deposit if the bank first receives an 
affidavit or statement from a_ responsible 
person in possession of the pertinent facts 
that the decedent nonresident alien owned 
no property situated in the United States 
and that he was not engaged in business in 
the United States at the time of his death 
and if the bank has no information to the 
contrary. The representative of the estate 
has the burden of proving all facts neces- 
sary to establish the right to exemption. If 
the bank has any doubt as to this, the bank 
can insure avoidance of liability for the tax 
only by demanding and receiving transfer 
certificates issued by the Internal Revenue 
Service prior to the transfer of such funds. 
(CCH Feperat Estate AND Gtrr Tax Re- 
ports § 8015.) 


Reference should be made to particular 
death tax treaties. 


Works of art.—Code Section 2105(c) pro- 
vides that works of art are not to be deemed 
property within the United States if they 
were imported into the United States “solely 
for exhibition purposes” and were loaned to 


public galleries or museums (Regulations 
Sections 20.2105-1(c) and 20.2104(a)(2)). 


United States obligations —Tucked away 
in a section entitled “Taxable Estate,” which 
deals generally with the subject of deduc- 
tions, is a provision purporting to grant an 
additional specific property exemption. Code 
Section 2106(c) provides: 

“For purposes of section 2103, the value 
of th® gross estate (determined as provided 
in section 2031) of a decedent who was not 
engaged in business in the United States at 
the time of his death— 


“(1) shall not include obligations issued 
by the United States before March 1, 1941; 
and 

“(2) shall include obligations issued by 
the United States on or after March 1, 
1941.” 


See Regulations Section 20.2105-1(e). 


Although prior to 1951 there was no 
estate tax provision in the Internal Revenue 
Code establishing any specific exemption 
with respect to United States obligations, 
the history of legislation on United States 
obligations reveals that such obligations 
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have long been endowed with exempt status 
for estate and gift tax purposes in the case 
of a nonresident alien not’ engaged in 
United States business and may still be en- 
titled to such exempt status even if issued 
on, or for some years after, March 1, 1941. 


Section 4 of the Victory Liberty Loan 
Act of March 3, 1919 (40 Stat. 1311, 31 
USC Section 750) provided that bonds, 
notes and certificates of indebtedness of the 
United States “shall, while beneficially owned 
by a nonresident alien individual . . . not 
engaged in business in the United States 
be exempt both as to principal and interest 
from any and all taxation now or hereafter 
imposed by the United States... .” 


Prior to March 1, 1941, the Treasury 
Regulations provided that transfers of such 
obligations were exempt from estate and 
gift taxes, even though the evidence of the 
obligations was in the United States, where 
such obligations were owned by nonresi- 
dent aliens not engaged in trade or ‘business 
in the United States. Probably the regula- 
tions were based on the theory that the 
Victory Liberty Loan Act provision for ex- 
emption from “all taxation” included ex- 
emption from estate and gift taxation. 


On March 1, 1941, a revised Treasury 
regulation was promulgated which con- 
tinued to concede that this exemption was 
applicable to such obligations issued prior 
to March 1, 1941. However, apparently re- 
lying upon the Public Debt Act of 1941, 55 
Stat. 7 (which prevents the further issuance 
of bonds having exemption features pertain- 
ing to income taxes), and possibly upon the 
theory that exemption from “all taxation” 
meant exemption from direct taxes only 
and not from transfer taxes, the revised 
regulation stated that this exemption was 
inapplicable to such obligations issued on or 
after March 1, 1941 (1939 Code, Regula- 
tions Section 81.13). 


Thereafter, the Second Circuit, reversing 
the Tax Court, held the revised regulation 
invalid to the extent that the regulation de- 
clared the exemption to be inapplicable to 
such obligations issued on or after March 
1, 1941 (Estate of Jandorf v. Commissioner, 
48-2 ustc § 10,648, 171 F. (2d) 464 (CA-2), 
rev'g CCH Dec. 16,011, 9 TC 338. The 
Third Circuit came to the same conclusion 
in The Pennsylvania Company for Banking & 
Trusts (Estate of H. W. Burne) v. U. S., 50-2 
ustc § 10,785, 185 F. (2d) 125 (CA-3) (Ac- 
cord: Chemical Bank & Trust Company v. 
Pedrick, 51-1 ustc { 10,792, 185 F. (2d) 1022 
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(CA-2); de Guebriant Estate v. Commissioner, 
51-1 uste § 10,791, 186 F. (2d) 307 (CA-2)). 


Despite the very cogent opinion of the 
Second Circuit in the Jandorf case, which 
comprehensively considered the history of 
the statutory-exemption provision, the Treas- 
ury continued to regard its new regulation 
as entirely valid (E. T. 22, 1949-2 CB 113). 
So did the Tax Court (Jrene de Guebriant 
Estate, cited above; Estate of Fredericka 
Loewenstein, cited above (the court agreed 
that if the regulation was invalid, exemp- 
tion was applicable to government bonds 
held by a resident trustee where the trust 
had been created by the nonresident alien, 
where she was the sole income beneficiary 
and where the trustee had the power to 
invade principal for her benefit, because the 
bonds were therefore “beneficially owned 
by a nonresident alien individual”)). 


Thereafter, in June, 1951, the Treasury 
bowed to the decision of the Second Cir- 
cuit in the Jandorf case by publishing that 
opinion as a court decision in I. R. B. 1951, 
pages 10-11. Thereupon, the taxpayer in 
the Loewenstein case filed a motion to have 
the opinion of the Tax Court reconsidered 
and revised; the Treasury acquiesced in the 
motion; and the Tax Court replaced its 
former opinion with the one in favor of the 
taxpayer on this issue. 

Congress then stepped into the picture by 
enacting, in the Revenue Act of 1951, amend- 
ments to 1939 Code Sections 861 (estate 
tax) and 1000(b) (gift tax). The estate tax 
amendment provided (as does 1954 Code 
Section 2106(c)) that, in the case of a non- 
resident alien not engaged in business in 
the United States, obligations issued by the 
United States prior to March 1, 1941, are 
not to be included in the gross estate, but 
that such obligations issued on or after 
March 1, 1941, are to be included in the 
gross estate if the alien died after October 
20, 1951, the date of the enactment of the 
Revenue Act of 1951. (See Estate of Mertyn 
S. Bradford-Martin, cited above, where the 
decedent died before October 20, 1951; The 
Hartford-Connecticut Trust Company, Execu- 
tor v. U. S., 54-1 uste J 10,943, 212 F. (2d) 
485 (CA-2).) The gift tax amendment was 
less liberal in its exemption. The amendment 
provided that a gift of United States obliga- 
tions made, after the date of the enactment of 
the Revenue Act of 1951, by such nonresident 
alien would be subject to the gift tax if such 
obligations were issued on or after March 
1, 1941. See Regulations Section 25.2511-1(a). 
The committee reports stated: “As to gifts 
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made on or before the date of the enact- 
ment of the bill, the amendment does not 
affect any liability for gift tax which may 
exist under present law, and is not intended 
to disturb the rule of existing gift tax regu- 
lations which exempts from tax the transfer 
of such obligations issued before March 1, 
1941,” 


The House and committee reports on the 
1951 act both expressed the belief that the 
decisions of the Second and Third Circuits 
on the subject were wrong, as being in 
conflict with Murdock v. Ward, 178 U. S. 
139, and Plummer v. Coler, 178 U. S. 115. 
Compare Phipps v. Commissioner, 37-2 usc 
79451, 91 F. (2d) 627 (CCA-10), cert. den., 
302 U. S. 742; Hamersley v. U. S., 36-2 uste 
{ 9504, 16 F. Supp. 768 (Ct. Cls., 1936), cert. 
den., 300 U. S. 659. 


If the Second and Third Circuits arrived 
at correct decisions (the legislative history 
seems to be well in their favor), a constitu- 
tional question of some substance may be 
raised by reason of the amendments’ pur- 
ported removal of exemption status from 
bonds issued after March 1, 1941, in the 
case of aliens dying or gifts made after the 
Revenue Act of 1951. It may be urged that 
the exemption should have been eliminated 
only as to obligations issued after the date 
of enactment of the Revenue Act of 1951. 
The prediction may be hazarded that any 
such constitutional contention will be de- 
cided in favor of Congress, thereby en- 
abling it to redeem its oversight in limiting 
the Public Debt Act of 1941 to elimination 
of income tax exemption. (At any rate as 
to years commencing on and after January 
1, 1955, there is no longer any gift tax on 
any gift of United States obligations by 
nonresident aliens not engaged in United 
States business, due to the general provi- 
sions of Code Section 2501 to the *ffect 
that such nonresident aliens are subject to 
gift tax only with respect to tangible prop- 
erty situated in the United States.) 


At any rate, Congress has not made it 
clear in Code Section 2106(c) whether 
“gross estate” includes United States obli- 
gations issued on or after March 1, 1941, 
even if the obligations are not physically 
situated in the United States. The language 
of this Code provision is broad enough to 
require inclusion. Compare Regulations Sec- 
tions 20.2104-1(a)(3) and 20.2105-1(e). The 
Senate Finance Committee Report on the 
Revenue Act of 1951 stated, however, that 
the same rule should apply with respect to 
United States obligations as applies to cor- 
porate bonds. 
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Federal Land Bank bonds are not “obli- 
gations issued by the United States” and 
therefore cannot ever qualify for exemption 
(Estate of Lesley Diana Worthington, cited 
above), nor are Federal Farm Mortgage 
Corporation bonds, although they are guar- 
anteed by the United States (Estate of 
Arnold Resch, CCH Dec. 19,612, 20 TC 171). 


It is to be noted that the provisions for 
specific property exemptions for bank de- 
posits and United States obligations might 
be availed of by a nonresident alien con- 
templating death to convert a taxable gross 
estate into a nontaxable gross estate. To 
date, the Internal Revenue Service has not 
indicated in any estate tax case that, in the 
event a nonresident alien shortly before 
death sold a taxable gross estate and de- 
posited the proceeds in a United States 
bank or purchased exempt United States 
Government obligations, it would argue for 
a tax on some theory that judicial loophole- 
plugging was warranted. Consideration, 
however, must be given to the case of 
Marie-Anne De Goldschmidt-Rothschild, cited 
above, a gift tax case decided under the 
1939 Code. 


In that case, a nonresident alien not en- 
gaged in United States business had owned 
marketable American stocks and bonds in 
this country. “For the purpose of avoid- 
ing a gift tax on the transfer in trust she 
intended to make,” she sold these securities 
about one month before the gift and, with 
the proceeds, purchased United States 
Treasury notes issued before March 1, 1941. 
The United States Treasury notes were 
then transferred by her, in trust, for the 
benefit of her children. According to “pre- 
arranged plan,” the trustee sold half of the 
Treasury notes within one week after the 
creation of the trust and the balance within 
eight months after they had been  pur- 
chased. Almost all of the proceeds were 
invested in nonexempt securities having a 
higher income yield. The Second Circuit 
held that the transfer by the alien to the 
trust was not exempt from gift tax. The 
court said: 


“We believe it cannot be and indeed is 
not questioned that a taxable gift would 
result had the taxpayer planned to have the 
government notes sold immediately follow- 
ing their incorporation in the trusts. 
the original investments in government 
notes only represented temporary expedi- 
ents adopted with no real thought of in- 
vestment but merely of tax exemption. 
While the taxpayer might act so as to 
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decrease her gift taxes to the extent that 
the law allowed her, action under the stat- 
ute we are construing had to represent a 
true investment in tax exempt securities and 
not simply a temporary transfer which was 
promptly terminated as soon as the desired 
object of tax avoidance was thought to be 
accomplished. Gregory v. Helvering, 293 
U. S. 465. . . .” (Italics supplied.) 


There is some indication, however, that 
the court’s attitude in an estate tax case 
might be less harsh to a taxpayer than in a 
gift tax case. Compare Harris v. Commis- 
sioner, 50-1 ustc § 10,746, 178 F. (2d) 861 
(CA-2), aff’g CCH Dec. 16,365, 10 TC 741, 
rev'd on other grounds by the Supreme 
Court, 50-2 ustc J 10,786. 


Transfers during life—Code Section 2104 
(b) provides that “any property of which 
the decedent has made a transfer, by trust 
or otherwise, within the meaning of sec- 
tions 2035 to 2038, inclusive [transfers in 
contemplation of death, with retained life 
estate, or taking effect at death or revocable 
transfers], shall be deemed to be situated 
in the United States, if so situated either 
at the time of the transfer or at the time 
of the decedent’s death.” See Regulations 
Section 20.2104-1(b); compare Regulations 
Section 81.15; First National Bank of Boston, 
Admr. (Garvan Estate) v. Commissioner, 1933 
CCH § 9158, 63 F. (2d) 685; Estate of O. T. 
Swan, cited above (revocable Swiss and 
Liechtenstein Stiftungs). The constitution- 
ality of taxing a nonresident alien’s estate 
on property not situated in the United 
States at the time of the alien’s death has 
been questioned by Wurzel, work cited 
above, at pages 68-69, 81. 


Joint or community property.—If joint or 
community property is situated in the 
United States, the provisions generally ap- 
plicable to citizens or residents are ap- 
plicable to nonresident aliens. See Estate 
of Jose Simon, CCH Dec. 10,829, 40 BTA 
651; Code Section 2103. If such property is 
situated outside the United States, it should 
not be taxable to the estate of a nonresident 
alien even if the survivor is a citizen or 
resident. Compare Vandenhoeck, Sanches 
and Tarafa y Armas, cited above. See Paul, 
work cited above, Volume I, Section 2.14. 


Powers of appointment.—If property sub- 
ject to a power of appointment exercisable 
by a decedent nonresident alien is situated 
in the United States, it would appear to be 
taxable to the estate of a nonresident alien 
under the same circumstances as it would 
be taxable to a citizen or resident. Com- 
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pare Commissioner v. Nevius, 35-1 ustc 
9227, 76 F. (2d) 109 (CCA-2), cert. den., 
296 U. S. 591. See Code Section 2103; com- 
pare Code Section 2106(a)(2)(B). 


Foreign envoys and representatives at 
United Nations headquarters.—In the case 
of nonresident aliens duly accredited to the 
United States. as foreign envoys or of cer- 
tain representatives at United Nations head- 
quarters, the estate tax is not applicable to 
personal property used in the conduct of 
their official missions and reasonably re- 
quired for such purposes. Personal property 
not so used and real property are includable 
if they meet the usual tests for taxability 
(Rev. Rul. 187, 1953-2 CB 291). 


Alternate valuation.—The option to value 
property included in the gross estate as of 
a date or dates subsequent to the decedent’s 
death is available to the estate of a nonresi- 
dent alien. See Code Section 2103. Com- 
pare Code Section 2106(a)(3)(F). 


Foreign currency and restricted or blocked 
assets.—It should be remembered that “the 
estate tax, like its companion gift tax, is 
based on the value of property measured in 
terms of United States dollars. Estate of 
Anthony H. G. Fokker [CCH Dec. 16,474], 
cited 10 TC 1225, Morris Marks Landcu 
[CCH Dec. 15,195], 7 TC 12.” (Estate of 
Jan W. Nienhuys, cited above.) The value 
of currencies subject to foreign exchange 
control and of property otherwise officially 
subject to blocking or other governmental 
restrictions may not be the full value in 
dollars converted at official rates of ex- 
change. This observation relates not only 
to estates of nonresident aliens, but also to 
estates of residents or citizens. 


Deductions.—The value of the “taxable 
estate” of a nonresident alien is determined 
by deducting from the value of that part 
of his gross estate situated in the United 
States at the time of his death an exemp- 
tion of $2,000 under Code Section 2106(a) (3), 
expenses, losses, indebtedness, taxes under 
public, charitable and religious uses under 
Code Section 2106(a) (2). 


Code Section 2106(b) somewhat ambigu- 
ously provides: “No deduction shall be 
allowed under paragraphs (1) and (2) of 
subsection (a) in the case of a nonresident 
not a citizen of the United States unless 
the executor includes in the return required 
to be filed under section 6018 the value at 
the time of his death of that part of the 
gross estate of such nonresident not situ- 
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ated in the United States.” The regulations 
and official instructions on the estate tax re- 
turn form clearly indicate that this statutory 
provision means merely that the return 
must disclose property situated outside the 
United States (except real property so 
situated) for the purpose of enabling the 
Commissioner to determine the accuracy of 
the apportionment of deductions required 
as discussed below. Regulations Sections 
20.2106-1(b); 20.2103-1; 20.2106-2(a). The 
case of Frederick Rodiek, Ancillary Executor, 
CCH Dec. 9219, 33 BTA 1020, aff'd on 
other points, 37-1 ustc 9032, 87 F. (2d) 
328, appeared to state, by way of dictum, 
that the similarly worded 1939 Code provi- 
sion required, as a condition to the taking 
of deductions, that the return must include 
—as part of the gross estate subject to tax 
—property situated outside the United 
States. To the extent that the Rodiek case so 
stated, it is clearly wrong. Compare Estate 
of John Harse, CCH Dec. 400, 1 BTA 1056; 
Wurzel, work cited above, at pages 74-78. 


Exemption.—The $2,000 exemption de- 
ductible in the case of estates of nonresident 
aliens, under Code Section 2106(a)(3), is 
to be contrasted with the $60,000 exemption 
deductible in the case of estates of citizens 
and residents, under Code Section 2052. 
See Regulations Section 20.2106-1(a) (3); 
Watson v. Hoey, 43-2 ustc § 10,055, 59 F. 
Supp. 197. Reference should, however, be 
made to particular death tax treaties. 


Expenses, losses, indebtedness and taxes. 
—Deductions for funeral expenses (Code 
Section 2053(a) (1)), administration expenses 
(Code Section 2053(a)(2) and (b)), claims 
against the estate (Code Section 2053(a) (3) 
and (c)(1)), unpaid mortgages or other 
liens (Code Section 2053(a) (4) and (c)(1)), 
taxes (see Code Section 2053(c)(1)(B)) 
and losses incurred from casualties or theft 
(Code Section 2054) are generally allowed 
only in the proportion which the value of 
that part of the gross estate situated in the 
United States bears to the value of the 
“entire gross estate, wherever situated.” 
(Code Section 2106(a)(1); Regulations Sec- 
tions 20.2106-1(a)(1) and 20.2106-2; Estate 
of L. B. A. Bordes, CCH Dec. 19,526, 19 
TC 1093.) In valuing the “entire gross 
estate, wherever situated,” for the purpose 
of arriving at the denominator of such 
proportion, exempt United States bonds 
physically present in the United States are 
to be included (Hartford-Connecticut Trust 
Company, Executor v. U. S., cited above). 


“It is immaterial whether the amounts 
to be deducted were incurred or expended 
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within or without the United States.” (Reg- 
ulations Section 20.2106-2(a) (2).) 

The Tax Court has held that where 
United States real property is subject to a 
mortgage (on which decedent was not per- 
sonally liable), the full amount of the mort- 
gage is deductible, although conceding that, 
if decedent had been personally liable, only 
a proportion of the mortgage would have 
been deductible (Estate of Harcourt John- 
stone, CCH Dec. 19,246, 19 TC 44 (acq.)). 
But compare Rodiek, cited above. 


Reference should be made to particular 
death tax treaties. 


Transfers for public, charitable and re- 
ligious uses.—Such charitable, etc., bequests 
are deductible under rules similar to those 
applying to citizens or residents but, if 
made to a corporation or association, the 
recipient must be a domestic corporation 
or association and, if made to trustees, the 
bequest must be for use within the United 
States (Code Section 2106(a)(2)). There is 
no limitation based on the proportion of 
the gross estate situated within the United 
States to the gross estate wherever situ- 


ated. See Regulations Section 20.2106-1 (a) (2). 


No marital deduction —“Except as other- 
wise provided by a convention with a 
foreign country, the marital deduction is 
not allowed in the case of an estate of a 
nonresident who was not a citizen of the 
United States. However, if the decedent 
was a citizen or resident, his estate is not 
deprived of the right to the marital deduc- 
tion by reason of the fact that his surviving 
spouse was neither a resident nor a Citi- 
zen.” (Regulations Section 20.2056(a)-1 
(a).) See Regulations Section 20.2106-1 
(b). See Code Section 2106(a), which does 
not specify the marital deduction under 
Code Section 2056 to be one of the deduc- 
tions allowable to the estate of a nonresi- 
dent alien. Reference should be made, 
however, to particular death tax treaties. 


Returns and payment of tax.—Provision 
with respect to the filing of returns are con- 
tained in Code Sections 6018(a)(2) and 
(b), 6036, 6075(a), and 6091(a) and (b) (3). 
However, the coherent details as to such 
matters are to be found in the regulations, 
supplemented by the official instructions on 
the estate tax forms themselves. 


Preliminary notice—A preliminary no- 
tice on Form 705 must be filed for the 
estate, if the part of the gross estate of 
the nonresident alien situated in the United 
States exceeded a value of $2,000 at the 
date of death (Regulations Sections 20.6011-1 
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(a) and 20.6036-1(a)). The time for filing 
this notice is within two months after the 
decedent’s death except that, if an executor 
or administrator qualifies within such pe- 
riod, the notice may be filed within two 
months after the executor or administrator 
has qualified (Regulations Section 20.6071-1). 
The person required to file the notice is 
the executor or administrator acting within 
the United States unless at the time of his 
qualification the notice has already been 
filed (Regulations Section 20.6036-1(b)). 


If no executor or administrator qualifies 
within two months after the decedent’s 
death, the notice must be filed by “every 
person in either the actual or constructive 
possession of any property of the deced- 
ent” within the United States (Regulations 
Section 20.6036-1(b)). Such person in- 
cludes “the decedent’s agents and repre- 
sentatives; safe deposit companies, warehouse 
companies, and other custodians of prop- 
erty in this country; brokers holding, as 
collateral, securities belonging to the de- 
cedent; and debtors of the decedent in this 
country.” (Regulations Section 20.2203-1.) 


The place where the notice is to be filed 
is the office of the District Director of In- 
ternal Revenue, Baltimore, Maryland, or 
such other district director as the Com- 
missioner may designate (Regulations Sec- 
tion 20.6091-1). 


Information return by corporation or 
transfer agent; transfer certificates—Upon 
notification from the Internal Revenue Serv- 
ice, a domestic corporation or its transfer 
agent is required to file an information 
return pertaining to stocks or bonds regis- 
tered in the name of a nonresident decedent, 
regardless of his citizenship (Regulations 
Section 20.6001-1(d)). The regulations also 
provide that, except where shares of stock 
are submitted for transfer by an executor 
or administrator appointed and acting in 
the United States, no domestic corporation 
or its transfer agent should transfer stock 
registered in the name of a nonresident 
decedent, regardless of citizenship, without 
requiring a transfer certificate issued by a 
district director of internal revenue. Per- 
sons in actual or constructive possession 
of property of such decedent should gen- 
erally require transfer certificates before 
transferring property of such decedent. 
(Regulations Section 20.6325-1. Compare 
Regulations Section 20.6001-1(c).) 


In view of the fact that property held in 
joint tenancy with right of survivorship 
does not form part of the probate assets 
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of a decedent’s estate, but title to such 
property passes directly to the surviving 
co-owner by operation of law and, there- 
fore, such property would not come into 
the possession or control of an executor or 
administrator, a bank in possession of prop- 
erty standing in the name of a nonresident 
decedent and his wife, as joint tenants with 
right of survivorship, can insure its protec- 
tion from estate tax liability only by de- 
manding and receiving a transfer certificate 
prior to delivering the property to the sur- 
viving co-owner. It may not rely merely 
upon the appointment of an executor or 
administrator in the United States as re- 
lieving it of estate tax liability. (Rev. Rul. 
55-160.) 


A transfer certificate need not be required 
for bonds owned by a nonresident alien if 
such bonds were not physically situated in 
the United States at the time of death (Reg- 
ulations Section 20.6325-1). 


Return.—An estate tax return must be 
filed for the estate of a nonresident alien 
if the part of his gross estate situated in 
the United States exceeded a value of $2,000 
at the date of death. A simplified form of 
return—Form 706NA—has been provided 
for use in the case of the estate of a non- 
resident alien. However, the regular Form 
706 (used for estates of citizens and resi- 
dents) must be used by estates of non- 
resident aliens if the decedent made any of 
certain specified inter-vivos transfers; the 
decedent possessed, exercised or released 
any power of appointment with respect to 
property situated in the United States; a 
charitable deduction or a credit for gift 
taxes or for estate tax on prior transfers 
is claimed; or in certain cases involving 
French residents or citizens and residents of 
Greece. (Regulations Sections 20.6018-1(b); 
20.6011-1(b); 20.6018-3(b); 20.6018-2; Mim. 
6105, 1947-1 CB 153.) The time for filing 
the return is within 15 months after the 
date of the decedent’s death (Regulations 
Sections 20.6075-1; 20.6081-1). The place 
for filing the return is the office of the 
District Directo- of Internal Revenue, Balti- 
more, Maryland, or such other district di- 
rector as the Commissioner may designate 
(Regulations Section 20 6091-1). Other sup- 
plemental documents and data are required 
to be filed with the return (Regulations 
Sections 20.6018-4 and 20.6001-1(a) and (b)). 


If there is no executor or administrator 
acting within the United States, a return 
should be filed by any person in actual or 
constructive possession of any property of 
the decedent situated in the United States, 
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regardless of its value. See Regulations 
Section 20.6018-2; New York Trust Com- 
pany, Louise Farnam Wilson Estate, CCH 
Dec. 21,728, 26 TC —, No. 31. 


Payment of tax.—The executor or admin- 
istrator must pay the tax within 15 months 
from the date of death (Code Section 6151 (a) ; 
Regulations Sections 20.6151-1 and 20.2002-1). 
“If there is no executor or administrator 
appointed, qualified, and acting in the United 
States, any person in actual or constructive 
possession of any property of the decedent 
is required to pay the tax to the extent of 
the value of the property in his possession. 
See Section 2203, defining the term ‘execu- 
tor’.” (Regulations Section 20.2002-1.) See 
Regulations Section 20.2203-1. 


Gift Tax 


The provisions covering the application 
of the gift tax to gifts made by nonresi- 
dent aliens are not grouped in any particu- 
lar portion of the Code sections dealing 
with the gift tax. See Regulations Sec- 
tion 25.2501-1. 


Rates.—The rates of taxation are the 
same as in the case of citizens and resi- 
dents (Code Section 2502). However, the 
privilege of splitting gifts between spouses 
to take advantage of the available exclu- 
sions of both and of lower tax brackets is 
not available to nonresident aliens. “A gift 
made by one spouse to any person other 
than his spouse shall, for the purposes of 
this chapter, be considered as made one- 
half by him and one-half by his spouse, but 
only if at the time of the gift each spouse 
is a citizen or resident of the United States.” 
(Italics supplied.) (Code Section 2513(a)(1).) 
See Regulations Section 25.2513-1(b)(2). 


Moreover, as hereinafter set forth, the 
marital deduction for gifts to a spouse is 
not available to a nonresident alien (Code 
Section 2523(a)). 


Transfers subject to gift tax.—The gilt 
tax “in the case of a nonresident not a citi- 
zen of the United States, shall apply to a 
transfer only if the property is situated 
within the United States.” (Code Section 
2511(a).) Moreover, under the change in- 
troduced by the 1954 Code, the gift tax 
does not apply in any case to any “transfers 
of intangible property [whether or not situ- 
ated within the United States] by a non- 
resident who is not a citizen of the United 
States and who was not engaged in business 
in the United States during such calendar 
year.” (Italics supplied.) (Code Section 
2501(a); Regulations Sections 25.2511-3(a) 
and 25.2511-1(b).) 
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A nonresident alien not engaged in busi- 
ness in the United States therefore may 
now create an irrevocable trust for securi- 
ties in the United States including shares 
of stock of a domestic corporation, without 
incurring a gift tax (Rev. Rul. 56-438). It 
might be advisable that provision be made 
that the trust corpus should be entirely 
invested in stock of foreign corporations or 
a foreign holding corporation for the first 
three years. This would eliminate the pos- 
sibility of estate tax which would exist if 
(1) the corpus consisted of stock in domes- 
tic corporations or bonds (such stock and 
bonds being deemed for estate tax purposes 
to be situated in the United States), (2) 
the grantor died within three years after 
creating the trust and (3) it could be estab- 
lished that the transfer in trust was made in 
contemplation of death. After three years, 
the transfer could not be treated as having 
been made in contemplation of death (Code 
Section 2035(b)) and, if the trust were 
properly drawn, the trust corpus could not 
be subjected to estate tax even if it con- 
sisted entirely of property situated in the 
United States. 


Situs—Particular rules for determining 
the situs of many kinds of property have 
been laid down in gift tax treaties. See 
Kanter, “Gift Tax Convention with Australia,” 
32 Taxes 65 (January, 1954). Otherwise, 
the generally applicable rules for deter- 
mining whether property is situated within 
or without the United States appear in one 
git tax section of the Code—Section 2511(b) 
—and more extensively in the regulations. 
The Code provision, substantially identical 
to that in estate tax Section 2104(b), is to 
the effect that stock owned by a nonresident 
alien shall be deemed situated within the 
United States only if issued by a domestic 
corporation. Thus, stock in a domestic 
corporation continues to be regarded con- 
clusively as situated in the United States, 
irrespective of where the certificates are 
physically located. (Regulations Section 
25.2511-3(b)(2).) However, by reason of 
the change introduced by the 1954 Code, 
stock in a foreign corporation is conclu- 
sively regarded as situated without the 
United States even if the certificates are 
physically located in the United States 
(Regulations Section 25.2511-3(b)(3)). 


Except for differences required by the 
Code, the general definition of “situs of 
property” appearing in the regulations is 
similar to the definition appearing in the 
estate tax regulations quoted and discussed 
hereinabove (Regulations Section 25.2511-3 
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(b)(1)). See also Magill, “The Federal 
Gift Tax,” 40 Columbia Law Review 773. 


One type of situs question not discussed 
in connection with the estate tax regula- 
tions on “situs of property” warrants com- 
ment at this point. This is the question 
as to what the situs of property is where a 
nonresident alien in one country makes a 
gift to a person in another country. It will 
be recalled that in the estate tax case of 
Murchie v. Delaney, cited above, the court 
held that tangible personal property (jewelry 
and other personal effects) which is physi- 
cally present in the United States “only 
because it was being carried on a journey 
through this country from one foreign country 
to another by a nonresident alien owner 
who happens to die here in the course of 
that journey” is not property situated in 
the United States. It would seem that the 
Murchie case might not apply and a gift 
tax might be imposed where a nonresident 
alien makes a gift to a person in the United 
States by causing tangible personal prop- 
erty to be delivered from a location abroad 
to such donee in the United States. In 
such case the gift was effected in the United 
States and, when this occurred, the prop- 
erty was physically present in the United 
States for more than a transitory or tem- 
porary purpose. If such conclusion be 
adopted, then it would seem that it would 
follow that no gift tax should be imposed 
where a nonresident alien temporarily pres- 
ent in the United States makes a gift to 
a person abroad by causing tangible per- 
sonal property to be delivered from a loca- 
tion in the United States to a donee abroad. 
Nice questions are raised by such instances, 
but there is no need to dwell on them be- 
cause (as Congress has duly noted in the 
House report on the 1954 Code) the donor 
can avoid them by moving property around 
or arranging to make his gift abroad, or by 
doing both. An even more intriguing situa- 
tion is present where a donor abroad makes 
a gift to a donee in the United States by 
sending him a check, draft, or other order 
for the payment of money. Fortunately, 
cases involving such situations will rarely 
be presented for decision not only because 
the donor can arrange to make the gift in 
a foreign country, but also because the 1954 
Code has restricted taxation of gifts by 
nonresident aliens to gifts of tangible prop- 
erty except in the case of a donor who is 
engaged in business in the United States. 


Life insurance——There is no provision 
in the gift tax law paralleling the estate tax 
provision to the effect that insurance on the 
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life of a nonresident shall not be deemed 
property within the United States. Accord- 
ingly, it would appear that a transfer by a 
nonresident alien engaged in business in 
the United States of a policy of such life 
insurance, if the policy is physically situated 
here, would be a taxable gift. But com- 
pare the dissent in Harris v. Commissioner, 
cited above. The transfer should not be 
taxable merely because the policy was is- 
sued by a domestic insurer if the policy 
is physically situated abroad. 


Bank deposits.—Under the 1954 Code, the 
gift tax would not apply to a transfer, by 
a nonresident alien not engaged in business 
in the United States, of a bank deposit in 
the United States inasmuch as a_ bank 
deposit is intangible property. Under the 
1939 Code, there was no provision in any 
gift tax section paralleling the estate tax 
provision that bank deposits in the United 
States shall not be deemed property within 
the United States in the case of a nonresi- 
dent alien not engaged in United States 
business. However, in Harris v. Commis- 
sioner, cited above, a nonresident alien con- 
tended that such bank deposits were ex- 
cluded from property subject to gift tax on 
the ground that the estate tax provision 
should be read into the gift tax because— 
as the Supreme Court had held—the gift 
tax, being ancillary to the estate tax, should 
be read as in pari materia (Merrill v. Fahs, 
45-1 uste § 10,180, 324 U. S. 308). In the 
Harris case, the Second Circuit, with one 
dissent, refuted this argument and held that 
the exclusory provision of the estate tax 
could not be read into the gift tax. In 
the course of its opinion, the court stated 
that “any alien who knew that his deposits 
were subject to a gift tax would withdraw 
them before making a gift, and the tax 
would at best catch only the unwary.” 


It is interesting to note that, in com- 
menting on the provision in 1954 Code Section 
2501(a) eliminating from gift tax transfers 
of intangible property situated within the 
United States by a nonresident alien not 
engaged in business in the United States, 
the House report stated the following as 
the reason for the change so effected (at 
page 93): 


“The tax on gifts of nonresident aliens 
is easily avoided if the donor merely moves 
the property from the United States to a 
foreign country and makes the gift there. 
Thus, the chief effect of imposing the gift 
tax with respect to gifts of intangible prop- 
erty by nonresident aliens has been to deny 
United States financial institutions business 
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as depositories for property which non- 
resident aliens can keep outside the United 
States if they intend to make gifts. More- 
over, once the property is removed from 
the United States it is not returned since 
the donees fear that bringing property 
back to the United States would result in 
the imposition of a gift tax.” (Italics 
supplied.) 

A transfer of a bank deposit situated 
within the United States by a nonresident 
alien engaged in business in the United 
States continues to be a type of transfer 
which is subject to gift tax. 


Deductions.—As hereinabove stated, the 
term “taxable gifts” means the total amount 
of gifts made during the calendar year less 
the deductions provided in Code Sections 
2521 and following (Code Section 2503(a)). 
This is subject to the qualification, also 
referred to above, that the first $3,000 of 
gifts (other than gifts of “future interests”) 
made to every person by the donor each 
calendar year are excludable from the total 
amount of gifts made during such year 
(Code Section 2503(b) and (c)). 


Exemption.—A nonresident alien is not 
entitled to the lifetime specific exemption 
of $30,000 available to citizens and residents 
(Code Section 2521; Regulations Section 
25.2521-1(a)). Reference should, however, 
be made to particular gift tax treaties. 


Charitable and similar gifts—Such gifts 
are deductible under rules similar to those 
applying to citizens or residents but, if 
made to a corporation or association, the 
recipient must be a domestic corporation 
or association and, if made to trustees, the 
gift must be for use within the United 
States (Code Section 2522(b) and (c); 
Regulations Section 25.2522(b)-1). Compare 
Dora F, Welti, CCH Dee. 13,117, 1 TC 905. 


Marital deduction—“No marital deduc- 
tion is authorized with respect to a gift if 
the donor, at the time of the gift, was a 
nonresident not a citizen of the United 
States. However, if the donor was a citi- 
zen or resident of the United States at 
the time the gift was made, he is not de- 
prived of the right to the marital deduction 
by reason of the fact that his spouse was 
a nonresident not a citizen.” (Regulations 
Section 25.2523(a)-1(a).) 


Returns and payment of tax.—Provisions 
with respect to the filing of returns are con- 
tained in Code Sections 6011, 6019, 6075(b) 
and 6091(a) and (b)(1) and in Regulations 


(Continued on page 310) 
TAXES —The Tax Magazine 








Corporate Reorganization Forms 


By ROBERT S. HOLZMAN 


The requirements that are set forth in the Code must be fulfilled if a 
corporate reorganization is to have a tax-free status. 
Also, these requirements must be submitted to the Commissioner on the proper 


forms. 


However, the reorganization provisions of the Code fail 


to detail exactly which forms must be used. The author, who is professor 
of taxation at New York University Graduate School of Business Administration, 
discusses these forms and their proper use. 


Tae PRIVILEGE of a tax-free reor- 
ganization is something that is conferred 
upon the taxpayer; it is not a right. The 
taxpayer is permitted to constitute himself 
an exception to the general rule that gain 
or loss is recognized upon the disposition 
of assets, provided he complies rigidly with 
certain requirements of the Code and of the 
regulations. It is not enough to comply 
with the letter of the law or even with the 
spirit of the law; the taxpayer must demon- 
strate in the approved manner that he has 
effected this compliance. If the requirement 
that is not met is one that is set forth in 
the Code, the reorganization cannot have 
tax-free status; if the requirement is one 
that is laid down by the regulations, there 
will or will not be a tax-free reorganization, 
according to the pleasure of the Secretary 
of the Treasury or his delegate.’ 

Where a taxpayer argued that the data 
required by the Secretary had been supplied 
in another manner, the court was completely 
unimpressed. “But it is not enough that 
somewhere under the Commissioner’s roof 
is the information . . . . The protection of 
the revenue authorizes the Commissioner to 
demand information in a particular form, 
and he is entitled to insist that the form 
be observed ....”* Other forms of proof 
simply will not do.’ 


“Every person liable for any tax imposed 
by this title, or for the collection thereof, 


1 Robert S. Holzman, Corporate Reorganiza- 
tions, Their Federal Tax Status (New York, 
The Ronald Press Company, 1956), pp. 13-34. 

2 Angelus Milling Company v. Commissioner, 
45-1 ustc 7 9310, 325 U. S. 293 (1945). 


Corporate Reorganization Forms 


shall keep such records, render such state- 
ments . . . and comply with such rules 
as the Secretary or his delegate may 
from time to time prescribe.”* Many of 
these requirements are peculiar to the reor- 
ganization provisions of the Code. 

A careful study of the reorganization pro- 
visions of the Code will not disclose which 
forms must be filed in connection with a 
reorganization. This is because of the fact 
that the requirments are either set forth 
elsewhere in the Code or are called for by 
administrative procedures. 


Notice of Contemplated Dissolution 


Within 30 days after the adoption of a 
resolution or plan of dissolution, a corpo- 
ration must file a type of information re- 
turn.’ Liquidation of the whole or of part 
of the capital stock falls within the purview 
of this section. 


This information must be submitted on 
Form 966, a one-sided 8” x 10%” sheet with 
the very minimal information requirements 
of name, address, incorporation date and 
place of the corporation; the location of the 
district director where the last return was 
filed, with the period; the date of adoption 
of the resolution or plan of dissolution; the 
total shares outstanding; the dates of any 
amendments to a plan previously adopted. 

The return is as uncomplicated a form as 
could be conceived. The important thing is 


%*J. B. Cage, CCH Dec. 17,891, 15 TC 529 
(1950). 

* Code Sec. 6001. 

5 Sec. 6043(1). 
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the fact of its submission. The Internal 
Revenue Service is now on notice. The tax- 
payer has complied with a specific condition 
of the Code. 


A certified copy of the resolution or plan, 
with amendments, must accompany Form 
966. There can be a technical difficulty 
about submitting a certified copy of the 
plan, inasmuch as “It is not important 
whether the plan was written... .”* 


Distributions in Liquidation 


When required by the Secretary, a corpo- 
ration in dissolution or liquidation must file 
an annual information return as to amounts 
given to each distributee.. The Secretary 
requires that Form 1099L be used for this 
purpose. 


ke PAA 


Form 1099L (77%” x 3\%"—2 pages) is 
an oblong yellow ticket that is in general 
appearance similar to the information noti- 
fication (Form 1099) which is submitted in 
the case of fees, dividends, interest, etc. 
Form 1099L shows, for each person re- 
ceiving dividends amounting to $600 or 
more in the calendar year, the class of 
shares owned and their number; cash dis- 
tributions; description of property distribu- 
tions and the fair market value thereof at 
the date of distribution; and the name and 
address of each recipient shareholder. The 
ticket is required “unless such distribution 
is one with respect to which information is 
required to be filed pursuant to section 332, 
368, or 1081 of the Code and the regulations 
issued thereunder.” 

All of the Form 1099L tickets for a 
calendar year are to be submitted with a 
transmittal blank, Form 1096 (77%%” x 10%” 
—2 pages). This is the same transmittal 
form that is filed in the case of the far more 
familiar Form 1099 information tickets and 
shows merely the name and address of the 


distributor and the number of individual 
distributee tickets which are attached. 
Where the distributor has both Forms 


1099L and 1099 to be filed, the same Form 
1096 may accompany all of these infor- 
mation slips. 


Regardless of the accounting or fiscal 
period of the distributor, the tickets must 
be filed on or before February 28 of the 
year following the year of payment. The 
forms should be sent to one of the three 
processing centers: (1) Director, Midwest 
Service Center, 1400 East 95th Street, 

®* Hortense A. Menefee, CCH Dec. 12,485, 46 
BTA 865 (1942). 


* Sec. 6043(2). 
* Sec. 332. 
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Kansas City 14, Missouri; (2) Director, 
Northeast Service Center, 6 Lake Street, 
Lawrence, Massachusetts; or (3) Director, 
Western Service Center, Building 230, Utah 
General Supply Depot, Ogden, Utah. 


Complete Liquidation of Subsidiaries 


The general rule as to the tax-free liqui- 
dation of a subsidiary corporation requires 
that this “liquidation is to be completed 
within 3 years from the close of the taxable 
year during which is made the first of the 
series of distributions under the plan... .”* 
If the transfer of all of the subsidiary’s 
property does not occur within the taxable 
year, it cannot be ascertained whether dis- 
tributions made to the parent are tax free; 
that may only be established when the 
liquidation is completed, which may be 
within a three-year period. The parent may 
only report the interim distributions as tax 
free if the government’s right to tax such 
distributions is not jeopardized by their 
tentative tax-free status. This may be done 
in either of two ways: (1) The statute of 
limitations may be extended by the parent, 
so that the distributions may be retroac- 
tively taxed if the liquidation proves not 
to be tax free or (2) the parent may post 
a bond covering the tax that otherwise 
might have been due on the interim dis- 
tributions. 


At the time it files its income tax return 
for any period wherein there were interim 
distributions, the parent may extend the 
statute of limitations by filing Form 952 
(8” x 10%"—1 page). This extends the 
period of assessment of all income taxes to 
a date not earlier than one year after the 
last date of the period for assessment of the 
taxes for the last taxable year in which 
the transfer of the subsidiary’s property 
to the parent could be completed.’ The 
form itself shows the name of the liquidat- 
ing subsidiary and the name of the parent, 
together with the period covered. 

Instead of extending the statute of limi- 
tations, the parent may file a bond, “the 
amount of which shall be fixed by the dis- 
trict director of internal revenue. 

Any bond required under section 332 shall 
have such surety or sureties as the Com- 
missioner may require.” Where a surety 
is used, Form 954 (8” x 10%4”—2 pages) 
is filed with the Internal Revenue Service. 
This names the taxpayer and the surety that 


8 Code of Federal Regulations Sec. 1.332-4 
(1955). 

“See work cited at footnote 9, 
1.332-4. 


at Sec. 
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“are held and firmly bound into the United 
States of America” and the sum involved. 
There must be attached a copy of the sub- 
sidiary’s plan of complete liquidation. 


In lieu of a surety, the taxpayer may post 
bonds or notes of the United States. In 
that event, there must be filed Form 953 
(8” x 10%”"”—1 page), which is a power 
of attorney authorizing the district director 
of internal revenue to collect or to sell, as- 
sign and transfer the securities that are 
next described. 


Qualified Electing Shareholder 


In the case of property distributed in 
complete liquidation of a domestic corpo- 
ration, under stipulated circumstances each 
qualified electing shareholder may choose 
an option as to two possible forms of recog- 
nition of gain and establishment of basis. 
A qualified electing shareholder is limited to 
a stockholder otherwise qualified “whose 
written election to have the benefits of sub- 
section (a) has been made and filed in ac- 
cordance with subsection (d) ....”™ 

The elcction is made on Form 964 (8” x 
104%4”—4 pages), and the original and one 
copy is filed by the shareholder with the 
district director where the final income tax 
return of the corporation is to be filed. 
This must be done within 30 days after the 
adoption of the plan of liquidation. Another 
copy of the form must be attached to the 
shareholder’s return for his taxable year in 
which the transfer of all the property under 
the liquidation occurs.” 

A separate form must be filed by each 
electing shareholder. The form shows ‘the 
name of the corporation and its place of 
incorporation, its address, the date of the 
plan and the month of the liquidation. In 
schedule form there is shown, as of the date 
of adoption of the plan of liquidation and 
as of the date of execution of the election, 
the class of stock involved, certificate num- 
bers, number of shares, and the total num- 
ber of votes “to which entitled on adoption 
of plan of liquidation.” Corporate share- 
holders also must give these data for shares 
of stock owned on December 31, 1953. 


The election is permanent and cannot be 
revoked by reason of the fact that the tax- 
payer does not know of the significance of 
the form. In one case, the taxpayer’s ac- 


" Sec. 333(c). 

® Regs. Sec. 1.333-3. 

% Sam Goldman, CCH Dec. 17,922(M), 9 TCM 
936 (1950). 

“N. H. Kelley, CCH Dec. 18,130(M), 10 TCM 
143 (1951). 





Corporate Reorganization Forms 


countant telephoned the Internal Revenue 
Service and requested the necessary forms 
for filing when a corporation was about to 
dissolve. Form 964 was one of the forms 
sent to the accountant, and he caused it 
to be signed and filed. It was held to be 
irrevocable.” 

In another case an election that was 
made after 30 days from the time of adoption 
of the plan could not be filed, despite the 
fact that this tardiness resulted from illness 
of the taxpayer’s accountant." 


Discharge of Indebtedness 


Although a discharge of indebtedness does 
not always involve a corporate reorganiza- 
tion, a recapitalization” frequently does 
involve the scaling down of liabilities of 
this type. This is particularly true in the 
case of an insolvency reorganization.” 

With certain exceptions, cancellation of 
indebtedness is treated as receipt of taxable 
income. However, the taxpayer may elect, 
instead, to apply the income otherwise at- 
tributable to this discharge of indebtedness 
to the reduction of basis of assets, the 
original acquisition of which brought about 
the indebtedness.” 

Form 982 (8” x 10%”—2 pages) must 
be executed in duplicate and filed with the 
income tax return or with an amended re- 
turn or with a claim for credit or refund, 
as the case may be. It is a consent by the 
taxpayer to have the basis of its property 
adjusted in lieu of the general rule as to 
income from discharge of indebtedness. 
There must be attached to this form a com- 
plete statement and description of the trans- 
actions resulting in discharge of indebtedness 
covered by the consent and of the nature 
of each discharge. 

Rather similar is the situation where a 
registered holding company, in obedience to 
an order of the Securities and Exchange 
Commission, transfers property. A corpo- 
ration may elect to exclude from gross 
income any amounts attributable to the 
transfer of property.” Form 982A (77%" x 
101%4”—1 page) is a consent of a corporation 
to the adjustment of the basis of its prop- 
erty. There must be attached to this form 
a complete statement and description of the 
transactions that resulted in the nonrecog- 
nition of gain. 

1% Sec. 368(a)(1)(E). 

%* Sec. 371 


1 See. 1017. 
Sec. 1081. 
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Foreign Corporation Reorganization 


All persons who aid, assist, counsel or 
advise in the organization or reorganization 
of a foreign corporation must file an in- 
formation return that details the nature of 
the advice, etc. Form 959 (8” x 10%4%"— 
2 pages) must be filed within 30 days after 
this advice is given. An attorney at law 
is not required to file a return as to any 
advice where the confidential relationship of 
attorney and client is involved.” 


The return lists the name and address of 
the person submitting the return, the name 
and address of the beneficiary of this ad- 
vice, “a complete statement of the aid, as- 
sistance, counsel, or advice given,” “statement 
of how the formation, organization, or reor- 
ganization of the foreign corporation was 
effected,” and “a complete statement of 
the reasons for and the purposes sought to 
be accomplished by, the formation, organi- 
zation, or reorganization of the foreign 
corporation.” : 

If this or other informational require- 
ments of the Code are violated, a mis- 
demeanor may be found, and the miscreant, 
“upon conviction thereof, shall be fined not 
more than $10,000, or imprisoned not more 
than 1 year, or both, together with the 
costs of prosecution.” * 


Other Forms; Conclusion 


Although not primarily corporate reor- 
ganization forms, there are several other 
blanks that are frequently used in connec- 
tion with reorganizations. 

The acquisition of an additional company 
may mean that all of the corporations in 
the group are not using the same fiscal year 
for tax purposes. If uniformity is desired 
(for consolidated return purposes or other- 
wise) and if the change in accounting period 


is not one of the types for which no per- 
mission to make the change is required, 
an application should be made to the Com- 
missioner of Internal Revenue on Form 
1128 (8” x 10%"—2 pages). 

If a corporation sustains a casualty or 
other loss, any resultant gain will not be 
recognized if the full proceeds are reinvested 
in accordance with the terms of the statute.” 
A corporation need not reinvest in assets; 
it may acquire statutory control of a corpo- 
ration that owns similar assets. If the stock 
of such corporation cannot be acquired 
“forthwith,” or if there is any question as 
to the time required for obtaining the 
shares, an application to establish a replace- 
ment fund should be filed on Form 1114 
(8” x 10%”"—4 pages). This may provide 
ample time for locating a corporation with 
the desired assets and for the effecting of 
negotiations. 

After a corporation has been liquidated, 
there may remain questions of basis or 
other matters which can greatly concern 
the distributee or continuing corporation. 
These uncertainties and doubts will not be 
settled with finality by a revenue agent’s 
report. Thus the taxpayer should endeavor 
to get the Commissioner of Internal Revenue 
to sign a closing agreement ™ on Form 906 
(8” x 10%”"—4 pages). 

A corporate reorganization may be very 
carefully planned and meticulously effected. 
The interested parties should be very care- 
ful not to give the Secretary of the Treasury 
or his delegate the opportunity to dis- 
qualify the transaction merely because some 
simple piece of paper was not filed. The 
corporate reorganization forms are easy to 
prepare, if someone knows that the require- 
ments exist and appreciates the cost of 
noncompliance. [The End] 


BUSINESSES DO WELL IN CARRY-BACK ADJUSTMENTS 


Out of $301,462,000 asked in 46,649 
applications by business to carry back 
net operating losses under Code Sec- 
tion 172(b) that were processed by 
the Internal Revenue Service in fiscal 
1956, $297,920,000 was allowed, it is 
disclosed by the Commissioner’s an- 
nual report. More current processing 
was achieved during the year with 
the number of pending applications 
for permission to carry back losses 


totaling 8,152 on June 30, 1956. This 
represented a reduction of 46 per cent 
from the backlog existing the year 
before. The amount involved in claims 
pending was $41,078,000; this figure 
was 59 per cent less than at the close 
of fiscal 1955. The 46,649 applications 
that were processed during fiscal 1956 
represented 76.2 per cent of the total 
applications on hand, the Commis- 
sioner reported. 





* Sec. 6046. 
© Sec, 7203. 
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Offers in Compromise— 
Their Use and Justification 


By URBAN C. BERGBAUER, Jr. 


If used properly, the offer in compromise is valuable in concluding tax 
deficiencies. This article is a general discussion pointing out various uses 
of the offer in compromise and the points that are generally considered 
by the government before an offer is deemed acceptable, 

together with certain pitfalls to avoid. This is a summary of an address 
which the author delivered before a conference of regional office 
personnel of the Internal Revenue Service in Kansas City, Missouri. 


ECTION 7122 of the 1954 Internal 

Revenue Code provides that “The 
Secretary [of the Treasury] or his delegate 
may compromise any civil or criminal case 
arising under the internal revenue laws 
prior to reference to the Department of 
Justice for prosecution or defense.” This 
discussion relates primarily to the compro- 
mise of civil cases. 


It seems pertinent to point out that a 
large segment of the public and, perhaps, 
even some tax practitioners entertain mis- 
conceptions regarding offers in compromise. 
Certain newspaper publicity in the past has 
tended to add to these misconceptions by 
reporting that large tax liabilities were 
settled via the offer-in-compromise route 
for a very small percentage of the total 
liability involved. It is hoped that this 
article will allay the misconception of some 
taxpayers that if you owe enough tax all 
you have to do is file an offer in com- 
promise and pay only a small fraction of the 
liability. Nothing could be further from 
the truth. 


The offer-in-compromise section is em- 
bodied in the Code for specific purposes and 
is by no means a cure-all. There are only 
two grounds upon which taxes may be 
compromised and these are (1) doubt as to 
legality and (2) doubt as to collectibility.’ 
Hardship is not a valid ground for com- 
promise. 


2Op. A. G. 6, XIII-2 CB 442; Op. A. G. 7, 
XIII-2 CB 445. 


Offers in Compromise 


At the present time the district director 
of internal revenue has the authority to 
accept offers where the liability, including 
penalties and interest, does not exceed 
$5,000. However, in the case of any offer 
wherein the liability, including penalties and 
interest, amounts to $500 or more, there 
must be placed in the file the opinion of the 
general counsel for the Department of the 
Treasury or his delegate.’ The acceptance of 
an offer wherein the liability exceeds $5,000 
is made by the Commissioner of Internal 
Revenue as the delegate of the Secretary 
of the Treasury, unless there are other 
circumstances, such as the offer being under 
the jurisdiction of the Depariment of Justice. 
It should be noted that the district director 
may reject any offer, regardless of the 
amount involved. 


By and large, the greatest number of 
offers are submitted because of insufficient 
funds on the part of the proponent to pay 
the liability; and, if. accepted, are done so 
under the second ground noted above, that is, 
doubt as to collectibility. However, a brief 
discussion regarding offers submitted on 
doubt as to the legality of the taxes will be 
incorporated herein. 


Doubt as to Legality of Taxes 


The Service places special emphasis on 
those offers in which acceptance is recom- 
mended because of doubt as to the legality 
of the taxes sought to be compromised. In 


? Rev. Proc. 56-26, I. R. B. 1956-33, 43. 
* Code Sec. 7122(b). 
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such cases, if acceptance is recommended, 
it expects the examining agent to include in 
his report an exhaustive discussion of all 
the reasons why the tax may be of doubtful 
legality; otherwise, reasons why the com- 
promise should not be accepted. As an 
example, suppose an offer in compromise 
reaches the chief counsel’s office for review, 
and the tax liability sought to be com- 
promised is an income tax deficiency which 
was asserted by the disallowance by an 
agent of a deduction taken on the return for 
salaries of corporate officials which had 
been increased during the tax year. If the 
reason for recommending acceptance of the 
offer is based upon doubt as to the legality 
of the tax, the office of the chief counsel 
would look for a complete statement by 
the agent as to whether the corporation 
could prove that the increases in salary 
were officially authorized by appropriate 
action of the board of directors or the 
stockholders, whether the salaries had been 
actually paid or were simply accrued, and 
whether the amounts of such salaries were 
out of line with amounts paid for services 
performed in like positions in similar busi- 
nesses. In addition to this factual discus- 
sion, it would be necessary to include the 
authorities upon which the conclusion to 
recommend acceptance was reached. 


This procedure is necessary in all such 
offers based upon doubt as to the legality 
of the taxes. To submit an offer based 
on doubt as to the legality of the taxes, the 
proponent is in effect thrusting upon the 
employees of the Service a judicial func- 
tion, and later it may become necessary for 
the proper court to review the decision 
if the offer is rejected. As can be seen from 
the above, offers based on doubt as to 
legality of the taxes serve a limited purpose. 
In most cases, if the proponent seeks the 
aid of a competent tax adviser, the legality 





of the taxes involved will be resolved through 
conferences with Service employees, the Tax 
Court or the district court. Even with its 
limited function it still can be useful in 
certain circumstances. 


Doubt as to Collectibility 


Where an offer is submitted which is 
based on doubt as to collectibility, many 
factors become important. From the stand- 
point of the Internal Revenue Service it 
becomes important to determine precisely 
how much can be collected from the pro- 
ponent by using all legal means at its 
command. As can readily be seen, the 
laws relating to creditors’ rights as well as 
the laws relating to collection under the 
Internal Revenue Code play a _ material 
role. 


Offers are submitted on Treasury De- 
partment Forms 656 and 656c, depending 
on whether it is a cash or an installment 
offer and, when it is based on doubt as to 
collectibility, it is necessary for a financial 
statement showing the assets and liabilities 
of the proponent to be filed therewith on 
Form 433. After the district director re- 
ceives the offer it is then assigned to an 
internal revenue agent for verification. The 
agent will investigate to determine whether 
the proponent has listed his assets at their 
fair market value, determine their forced 
sale value, verify all listed liabilities deter- 
mining their relative priorities over the 
taxes, and attempt to determine whether 
the proponent has other assets which he has 
not shown on his financial statement. It is 
important that the financial statement sub- 
mitted by the proponent be as accurate as 
possible as there are penalties for submit- 
ting a false offer in compromise.‘ 

If the proponent has listed all of his as- 


sets in the financial statement, then their 
fair market value and forced sale value 





* Code Secs. 7206 and 7207. 
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become important. It is to the advantage 
of the proponent to estimate their fair 
market value slightly on the low side; if 
there is some latitude, however, these values 
should not be estimated too low as they 
will be checked by the investigating agent 
and may leave the proponent open to sus- 
picion regarding his intentions in submit- 
ting the offer. The valuation placed on the 
assets by the investigating agent are most 
generally accepted by the reviewing au- 
thorities in attempting to determine how 
much can be collected from the proponent. 
Even though fair market values may be 
placed on the proponent’s assets, these values 
are not always used as the final basis for 
accepting or rejecting an offer. The Com- 
missioner takes a realistic attitude regard- 
ing these valuations, realizing that upon 
seizure and sale by him the assets would, 
in all probability, bring something less than 
their fair market value. Therefore, a forced 
sale value is arrived at. Generally, this 
value becomes important in acceptance or 
rejection of an offer. For example, if an 
offer is submitted based on doubt as to 
collectibility, and the proponent offers an 
amount equal to or more than that which 
the Commissioner might realize by seizure 
and sale of the assets, the offer may receive 
favorable consideration. 


Determining the assets available for sale 
and their values is only one part of the 
picture and, perhaps, the simplest part. The 
other side of the balance sheet shows the 
liabilities. In many cases this is a simple 
matter for the agent, but in perhaps just 
as many cases there are complex problems 
of priorities involved. The Service must 
determine the net assets of the proponent 
which are available for sale and to do this 
it must be determined which of the pro- 
ponent’s creditors, if any, have a superior 
claim to these assets over that of the gov- 
ernment. This is where the reviewing 
attorney of the office of chief counsel has 
his greatest difficulty. Many factors must 
be considered such as creditors’ rights, 
priorities of liens, exemptions under state 
laws, and others. Each of the above fields 
may be complicated. Suppose the propo- 
nent in an offer has record title to some 
realty. The investigation discloses that a 
creditor attached the taxpayer’s property 
at the time he (the creditor) started suit 
against the taxpayer in a state court; that 
it was after the institution of the suit and 
the attachment that an assessment list was 
received by the district director and notice 
of lien filed; and that judgment in favor of 


5 Code Secs. 6321, 6322, 6323. 
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the creditor was rendered at a later date. 
Because of the legal principles enunciated 
in U. S. v. Security Trust & Savings Bank of 
San Diego, 50-2 ustc { 9492, 340 U. S. 47, in 
such a situation the district director would 
have to include the value of the taxpayer’s 
property which is under attachment in de- 
termining the amount possibly available 
for payment of the federal taxes sought to 
be compromised. In the case cited above 
an attachment had been levied on several 
parcels of real property in California in 
connection with an action against the owner 
on a promissory note. Thereafter, assess- 
ment lists covering various items of federal 
taxes due by the owner were received by 
the collector of internal revenue and notices 
of federal tax liens were filed. Subsequently, 
judgment was rendered in favor of the at- 
taching creditor. It was held that the federal 
tax lien was payable ahead of the attaching 
creditor’s claim. 


There is absolutely nothing to be gained 
by submitting an unacceptable offer in com- 
promise. In fact an offer which is obviously 
unacceptable may be viewed with some sus- 
picion by the Internal Revenue Service and 
reflect on subsequent offers. For this 
reason it is important that the tax prac- 
titioner be aware of the effect of the federal 
tax lien, whether recorded or not. It has 
been decided in numerous cases that the 
federal tax lien attaches to the property 
of the taxpayer upon the assessment of the 
taxes and, after demand has been made, 
this lien is valid without being filed as 
against all persons except mortgagees, judg- 
ment creditors, pledgees and purchasers.* 
The filing requirement is merely for the 
protection of the above-enumerated persons. 
Trust obligations and unrecorded as well as 
recorded mortgages or deeds of trust must 
be considered in determining relative lien 
priorities, together with assignments of 
various sorts, chattel mortgages, mechanics’ 
liens and state exemption statutes. As an 
example, a homestead is ordinarily exempt 
from seizure under state law; nevertheless, 
it may be seized under a warrant for dis- 
traint for unpaid tax liabilities, so it would 
not be proper to exclude a homestead from 
the assets of a taxpayer in determining the 
amount which he may be able to pay in 
satisfaction of the tax liability sought to 
be compromised. 


In filing offers in compromise there are 
two other factors which should be borne 
in mind. One is that the mere filing of 
the offer will not automatically suspend 
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collection activities. It is true that in many 
instances were an offer is filed and appears 
to merit consideration, the district director 
will hold collection in abeyance pending 
the acceptance or rejection of the offer; 
however, one should not rely on the dis- 
trict director to suspend collection. If at 
any time prior to the actual acceptance of 
an offer the district director believes that 
the government’s interest would be preju- 
diced by delaying collection, he has the 
right and it is his duty to take whatever 
action is legally permissible to enforce col- 
lection. Where a decedent’s property is 
being administered under jurisdiction of a 
court, the Internal Revenue Service has ex- 
pressed a policy not to interfere with the 
court’s administration.’ Even though this 
policy might prevent the district director 
from seizing property of a deceased tax- 
payer because it is under the jurisdiction 
of a court, it will not prevent him from 
seizing property of another taxpayer where 
a joint assessment has been made against 
the other taxpayer and the decedent. This 
situation would arise where an assessment 
has been made against husband and wife 
on the basis of a joint return and one of 
the spouses dies. 


Tolling of Statute 


The other factor to be considered is that 
upon the filing of an offer in compromise, 
the statute of limitations is tolled during 
the time the offer is under consideration 
and for one year thereafter. This provision 
is set out in the fine print near the bottom 
of the offer and is sometimes overlooked. 
I can recall a case where the proponent 
had submitted several small offers which 
were subsequently rejected on the grounds 
that the entire liability was collectible. 
Shortly after six years had expired from the 
date of assessment, the tax practitioner 
wrote a letter requesting that all liens be 
released and the tax abated, as the six-year 
statutory period on collection had expired. 
He must have been shocked to find that 
several years remained during which to 
collect the tax liability, as the statute of 
limitations had been tolled as provided for 
in an offer. By filing an offer it may even 
be possible to enlarge the statutory six-year 
period of limitation on collection, as there 
is some respectable thinking in the Internal 
Revenue Service that each offer filed ex- 
tends the statute of limitations an addi- 
tional year. Following this line of thinking 
—if a person submitted five offers in com- 


*G. C. M. 9991 (1932), X-1 CB 135. 
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promise and during the interim between 
filing offers only one year expired, there 
would remain ten years in which to collect 
the tax liability. This theory has apparently 
never been tested in the courts. 


Where the taxpayer is deceased and his 
estate is insolvent, 31 USCA Section 191 
and 31 USCA Section 192 (Revised Stat- 
utes 3466, 3467) become important. In 31 
USCA 191, a priority is granted to the 
United States where an estate is insolvent 
and the decedent was indebted to the 
United States. If this priority is disregarded 
by the fiduciary, he becomes liable in his 
own person under 31 USCA Section 192. 
If the fiduciary has incurred personal lia- 
bility under these sections, it then becomes 
necessary for the investigating agent to in- 
quire into his financial condition as well as 
the financia] condition of the taxpayer’s 
estate and to require inclusion, as a part of 
any offer in compromise, of an appropriate 
amount representing the value of the govern- 
ment’s right to enforce the fiduciaries’ per- 
sonal liability for the tax. 


Funeral Expenses 


In construing 31 USCA Section 191, the 
courts have held that the expenses of ad- 
ministering the decedent’s estate constitute 
a charge against the estate rather than a 
debt of the decedent. Therefore, priority 
over the claim of the government has been 
recognized for such charge. Funeral ex- 
penses are also in this category. There has 
been some confusion because of the fact 
that some state statutes have placed in the 
same class for payment from a decedent’s 
estate the funeral expenses and expenses of 
last illness; however, the position of the 
Service has been that expenses of the last 
illness are incurred during the lifetime of the 
decedent and constitute a true debt of the 
decedent—not a charge against the estate— 
therefore asserting the government's prior- 
ity over this debt. By reason of the superiority 
of federal law, the priority rights of the 
United States prevail even though a state 
statute provides for a different order of 
priority. 

In determining whether an offer is ac- 
ceptable, consideration will be given by the 
investigating agent as to possible liability 
of a transferee. If assets have been trans- 
ferred by the taxpayer during his lifetime 
under circumstances that would render the 
recipient thereof liable for the tax as a 
transferee, the offer should include an 
amount substantially equal to the amount 
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which the government might reasonably be 
expected to collect from the transferee. An 
important factor to remember is that the 
burden of proof rests with the government 
in transferee cases." The government must 
prove that the taxpayer was insolvent at 
the time of the transfer, or became insolv- 
ent by reason of the transfer, and was in- 
debted to the United States. Furthermore, 
the government must establish the value 
of the assets transferred, as the liability of 
the transferee is limited to the value of 
the assets transferred or the tax liability, 
whichever is smaller. When the govern- 
ment attempts to assert a transferee liability, 
consideration should be given to the statu- 
tory time allowed to assert such transferee 
liability. Frequently it will be found that 
the time has expired in which an adminis- 
trative proceeding could have been com- 
menced against a transferee under Section 
6901 of the 1954 Code. Even though the 
time has expired under Section 6901 to 
commence this proceeding against a trans- 
feree, the government may still be able to 
proceed to enforce the transferee liability 
by means of a suit in the United States 
district court; however, the government 
prefers to assert the transferee liability un- 
der Section 6901 rather than in a suit in 
the United States district court because the 
district director would have the authority 
to collect that assessment by means of a 
sale of assets under a warrant for distraint 
under which the taxpayer would only have 
property exempt from distraint as provided 
in the Code*—a very nominal exemption 
indeed. However, if a judgment were ob- 
tained in the United States district court it 
would only be enforceable by issuance of 
a writ of execution. Ina sale by the United 
States marshal, exemptions allowed the tax- 
payer would be the same as those provided 
for by state statute, which are usually much 
more liberal than the exemptions provided 
for in the Internal Revenue Code. 


As noted previously, the district director 
of internal revenue may reject any offer 
regardless of the amount of the liability 
involved. He may also reject an offer 
based on doubt as to collectibility, even 
though the proponent has offered as much 
as may be collected. This is usually the 
case where there is a large liability and the 
amount offered is small, although it repre- 
sents all of the assets of the proponent. In 
such cases the use of a collateral agreement 
may be considered. The collateral agree- 
ment provides that the proponent will pay 


* Code Sec. 6902(a). 
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toward the offer a certain percentage of his 
earnings for a certain period of time. The 
terms of the agreement will, of course, vary 
from case to case. If a collateral agreement 
accompanies the offer it is incumbent upon 
the proponent to abide by its terms to the 
letter, otherwise the offer may be declared 
in default, the amount paid credited against 
the assessments, and the entire remaining 
assessments revived and enforced against 
the taxpayer. Most collateral agreements 
provide for percentage payments over and 
above an amount set for living expenses of 
the taxpayer; if he doesn’t earn more than 
the basic amount agreed upon he pays 
nothing further. The government seems 
to be insisting more and more on these col- 
lateral agreements in order to collect as 
much of the tax liability as is possible. 
Perhaps one reason for this is that an offer 
submitted several years ago by a very 
prominent actress was accepted without a 
collateral agreement. The actress appeared 
to be past her prime at the time of the offer 
and the Internal Revenue Service accepted 
the offer based upon this fact and upon the 
conclusion that the actress was “washed 
up” in her profession, was an incurable 
alcoholic, and could not be expected to earn 
very much in her remaining years. All 
conclusions proved wrong. The actress is 
still among the living and subsequent to 
the acceptance of the offer she made a re- 
markable “comeback,” both professionally 
and financially. There was nothing that 
could be done by the government to collect 
the sizable liability compromised, as it had 
no collateral agreement. 


Discharge from Federal Liens 


One matter which should receive con- 
sideration and which is not generally known 
is that property may be discharged from a 
federal lien through an offer in compromise. 
Section 6325 of the 1954 Code provides for 
the discharge of property from a federal tax 
lien. Many tax practitioners, as well as 
some Service employees, believe this to be 
the only manner in which property may be 
discharged from a federal tax lien. How- 
ever, it may be provided for in the offer in 
compromise. If the terms of the offer 
specify that certain property is to be dis- 
charged from federal tax liens and if such 
offer is accepted, the liens must be dis- 
charged. In other words, if the proponent 
offers the sum of $75,000 to compromise a 
tax liability of $100,000 and further specifies 
that upon acceptance of the offer certain 


® Code Sec. 6334. 
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or all of his property is to be discharged 
from federal tax liens, then the property 
must be discharged if the offer is accepted. 
This is particularly important where the 
offer is an installment offer or one in which 
there is a collateral agreement. As can be 
seen, this will allow the taxpayer to dispose 
of his property to his best advantage, after 
the acceptance of an offer embodying such 
terms, and it will not be subjected to a 
federal tax lien for the entire period that an 
installment offer or collateral agreement 
remains in effect. Naturally it would be of 
no importance where a cash offer was in- 
volved as such liens would necessarily be 
released upon its acceptance. The matter 
of releasing liens, if provided for in the 


offer, is presently receiving attention in the 
Washington office with regard to install- 
ment offers and offers with collateral 
agreements. 

This article cannot cover the entire field 
of offers in compromise. It is merely a 
general discussion pointing out various uses 
of the offer in compromise and what is gen- 
erally considered by the government before 
an offer is considered acceptable, together 
with certain pitfalls which may be de- 
sirable to avoid, depending upon the cir- 
cumstances surrounding the taxpayer. The 
offer in compromise is valuable in conclud- 
ing tax deficiencies if used properly, and 
the tax practitioner should not hestitate to 
use them where warranted. [The End] 


MAKING GIFTS IN TRUST FOR THE MEMBERS OF ONE'S FAMILY— 


Continued from page 280 


decree of divorce or of separate maintenance, 
or who is separated from her husband under 
a written separation agreement, the amount 
of the income of any trust which such 
wife is entitled to receive and which would 
otherwise be includable in the gross in- 
come of her husband, Such amount will not 
be included in the gross income of the 
husband. This section of the law does not 
apply to that part of any income of a trust 
which the terms of the decree, written sepa- 


CAPITAL GAINS TAXATION—A 
Continued from page 272 


partly of “unearned” income is also true. 
The bulk of “earned” income in the economy, 
however, arises not as capital gains but as 
ordinary income. If incentives for “earned” 
income are desirable, it follows that they 
should not be made via the capital-gains 
tax route. The study of the House Ways 
and Means Committee in 1938 was cited 
in my earlier article, published in the Octo- 
ber, 1956 issue of Taxes. (It was found 
that 85 per cent of all capital gains and 
losses were not connected with new ven- 
tures but were in existing securities, that 
35 per cent of these were predominantly 
speculative, and that only about 5 per cent 
of the taxpayers have capital gains and 
losses.) Thus, segregating the “earned” 
portion of capital gains would not be a fruit- 
ful approach. Also, the original proposals, 
because they allow either tax-spreading or 
deferment of capital gains, do not offer a 
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ration agreement or trust instrument fix, 
in terms of an amount of money or a por- 
tion of such income, as a sum which is 
payable to the support of minor children 
of such husband. In case such income is 
less than the amount specified in the court 
decree, agreement, or other court instru- 
ment, such income, to the extent that same 
is payable for such support shall, be con- 
sidered a payment for such support. (Sec- 
tion 682(a).) [The End] 


REPLY TO PROFESSOR UHR— 


significant deterrent to risk-taking. Incen- 
tives other than capital-gains tax benefits 
seem to be in order to encourage “earned 
income.” 

Finally, an excellent modification of my 
original proposal for spreading forward 
capital gains was made by J. B. C. Woods, 
of Fedde and Company, certified public 
accountants, New York, in the January, 
1957 issue of Taxes at page 56. He sug- 
gested: “. . . divide the realized gain by 
the number of years over which apprecia- 
tion had matured, include one part in the 
ordinary tax computation of the year and 
add a tax at the same effective rate on each 
other part. This would tax the full gain 
immediately on realization, but in an ap- 
propriate bracket.” 


The interest in eliminating the present 
inadequate method of taxing capital gains is 
very gratifying. [The End] 
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Should We Keep the Income Tax? 


By P. J. REDFORD 


The question posed by the title of this article would receive a hearty 

“nay” from taxpayers, no doubt, but responsible citizens must wonder how 
the government would make up the huge deficit in its revenue. 

The author explores the recent proposals made by T. Coleman Andrews 
and Cameron Hawley. However, rather than abolition 

he prescribes improvement of the existing tax structure. 


T COLEMAN ANDREWS, the former 
*Commissioner of Internal Revenue at 
Washington, has spoken out against the 
income tax in speeches and in an article 
entitled “Let’s Get Rid of the Income Tax.” 
This article and Mr. Andrews’ speeches 
have attracted considerable attention and 
have been rather severely criticized on the 
floor of Congress. 

As may be gathered from the title of his 
article, Mr. Andrews advocates abolition of 
the income tax. He tells us in his article 
that the federal income tax is a monstrous 
evil, that it is legalized confiscation and 
that it is too complicated. He also says 
that its provisions work rank discrimination 
against the middle-income, “white collar” 
class. 


In a speech before the Pennsylvania Bar 
Association early in 1956, the well-known 
business-fiction writer and author of Cash 
McCall, Mr. Cameron Hawley, made a 
scathing denunciation of our federal tax 
structure and, particularly, our federal in- 
come tax. He expressed the view that it 
“is responsible for a progressively more 
and more serious deterioration of the moral 
and ethical standards of a substantial seg- 
ment of our citizenry.” He also said that 
to him “the financial inequities of the tax 
structure are far outweighed by [the] moral 
iniquities that it encourages.” 


Now most of us agree with much of what 
both Mr. Andrews and Mr. Hawley have 
to say about our federal income tax. Many 
bad things have crept into it. As it now 
stands and is administered, it is just what 
Karl Marx advocated in his Communist 


Should We Keep the Income Tax? 


Manifesto, written over 100 years ago, as 
one of the ways to destroy our free society. 


The rates are so high for the middle and 
upper income brackets that it comes pretty 
close to being what Mr. Andrews calls it— 
“legalized confiscation.” Moreover, Mr. 
Hawley has found many people in agree- 
ment with him when he says that “the 
financial inequities of the tax structure are 
far outweighed by [the] moral iniquities 
that it encourages.” It does have a tend- 
ency to make some people dishonest. 


However, after having gone along most 
of the way with these gentlemen and being 
in agreement with many of the things they 
say, we find at the end that they both leave 
unanswered the very natural and important 
question : “What are we going to do about it?” 


Of course, Mr. Andrews says, “Let’s get 
rid of the income tax.” But that is merely 
an oversimplification of the problem. 

More income tax is being paid in to the 
United States Treasury today than at any 
time in our history—more even than in time 
of war. It is the source of about four fifths 
of all the revenues collected by our central 
government. 

In the government’s fiscal year that ended 
June 30, 1956, for example, it brought in 
$53 billion (net) out of total Treasury De- 
partment receipts of $68 billion. 

Would it be wise, then, to suddenly deny 
to our federal government most of its rev- 
enue without first having decided upon some 
alternative revenue source? Some might 
say that we should cut expenditures. But 
there again it is not that simple. Probably 
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we could cut expenditures some from their 
present level. But could we safely or wisely 
cut them enough to justify cutting off the 
lion’s share of the revenue? 


Before taking any such drastic action, 
we should study the problem carefully, 
rather than act out of mere blind hatred 
for something that takes away so much of 
the fruits of our labor and enterprise. 


We do not have to become experts on 
governmental finance to deal with this ques- 
tion. A general understanding of the over- 
all picture, coupled with our own good 
common sense and native intelligence, is all 
that is needed to form a reasoned and 
sound opinion. 


As a starting point, we should look into 
the expenditures now being made by the 
federal government. This is the place where 
we should begin because it is the expendi- 
tures that determine the tax load. 


From a joint statement by the Secretary 
of the Treasury and the director of the 
Bureau of the Budget, we learn that during 
the fiscal year which ended June 30, 1956, 
the expenditures of our federal government 
amounted to the huge sum of $66.39 billion. 


The largest single item in the long list 
making up that figure was $42 billion for 
national security—63 per cent of the total. 


The next highest expenditure in amount 
was interest on our tremendous public debt 
which, for the most part, was incurred to 
fight past wars. This came to $6.79 billion, 
an amount which is in excess of all of the 
federal government’s expenditures of only 
a few short years ago. 


Then we have war veterans’ services and 
benefits which cost some $4.73 billion. 


These three items alone, made necessary 
by past wars and the need to keep our 
defense establishment strong as insurance 
against war, come to approximately 80 per 
cent of all the federal government’s ex- 
penditures. That is something to think 
over: 80 cents out of each of our many 
federal tax dollars is being used to pay 
for past wars and defense in case of a 
future war. 


Of the other 20 cents of our tax dollar, 
about 5 cents goes for the agricultural pro- 
grams, while almost as much, or about 4.3 
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cents, is spent for labor and welfare bene- 
fits. The remaining 10 or 11 cents is ex- 
pended for general governmental purposes. 


So there we have it. This, in summarized 
or capsule form, is what we are paying for 
with our enormous federal taxes. 


Can we escape some of it or cut it down? 


Well, with the world situation what it is 
today, we certainly must have a strong 
military establishment as insurance against 
war, even though we never have to use it; 
and we certainly must honor our promises 
to our war veterans and pay interest on 
the public debt. That doesn’t leave us much 


to work on—only 20 cents out of our federal 
tax dollar. 


Of course, there may be, and probably 
is, some undetermined amount of waste and 
inefficiency in these and the other budget 
items for which we are paying in our heavy 
tax bills. We should be ever alert and ready 
to protest and fight such things when we 
see and learn of them. But viewing the 
entire problem objectively and omitting the 
arguments and hagglings of partisan politics, 
we undoubtedly will be saddled with very 
heavy costs for a long, long time, even if 
waste and inefficiency should be eliminated 
entirely. 


“America will have to carry a heavy 
burden of military preparedness for years,” 
says the Committee on Federal Tax Policy 
in its booklet on federal finances. And few 
there are who would dispute that today. 


Of course, a sudden collapse of the Com- 
munist empire would change the entire 
outlook drastically. But we cannot afford 
to count on that. The only safe way is to 
remain strong and prepared. 


That costs money—the kind of folding 
money that the income tax now provides. 
So if we want to get rid of the income 
tax, what other form of taxation will do 
as good a job and produce as much? 


One alternative to the levy on incomes 
that has been suggested is a federal sales 
tax at the retail level. Another is a manu- 
facturers’ sales tax. 


In this connection, a member of the 
House Ways and Means Committee re- 
cently said that to produce as much revenue 
as the income tax, a federal tax on sales 
at the retail level would have to be at a 
rate of 33 per cent. He added that if it 
were placed on the manufacturers’ sales it 
would have to be 40 per cent. 


We would have to reckon the possibly 
disruptive impact on the present very high 
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level of business activity from a change- 
over to a tax on sales. A tax of 33 per cent 
at the retail level could cause a_ sharp 
curtailment in consumer buying, perhaps 
even a buyers’ strike on at least some 
things. The same could happen if the tax 
were on the manufacturers’ sales, causing 
a very sharp increase in retail prices. 


Moreover, the proposed change would 
involve an abandunment of the principle 
of taxation according to ability to pay. 
Despite the inequities and distortions that 
have crept into our income tax law, it still 
does retain some semblance of this prin- 
ciple. If revised and made into a tax on 
true income as income has been defined by 
the Supreme Court, the exaction would, 
indeed, be according to ability to pay. 


Not only would the sales tax be a de- 
parture from taxation according to ability 
to pay, it actually would operate in the 
reverse of that principle. This is because a 
greater portion of the income of the indi- 
vidual in the lower income brackets must 
be expended for the necessities of life— 
tangible personal property—than is expended 
by those with higher incomes. 


Moreover, a few simple arithmetical com- 
putations point up the fact that, with a 33 
per cent tax on sales, many of those in the 
lower income brackets would be paying in 
sales tax several times the amount they now 
are paying in income tax, while those in 
the middle and higher brackets would be 
paying considerably less. 


Another suggestion, this one by Governor 
J. Bracken Lee of Utah, calls for repeal of 
the federal income tax and assessment against 
the states of “a proportionate share of the 
Federal budget, based on per capita income. 

.” Under this arrangement, the states 
would “be required to raise that share 
through auy tax means they deem appro- 
priate and just.” 


This idea is rather intriguing. Governor 
Lee says it would put a brake on the 
growth of centralized power and cause 
closer scrutiny of all federal spending. How- 
ever, it has its drawbacks, too. There prob- 
ably would be some legalistic difficulties 
that might take a long time to hurdle. In 
any event, there apparently is no steam 
behind the idea. 


So for now, at least until we find a better 
way, it looks as though we'll have to keep 
the income tax. Where, then, do we go 
from here? Must we just sit by with folded 
hands and do nothing? Not at all! There 
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is much that can be done. And some very 
constructive things already have been started. 


For one thing, a subcommittee of the 
House Ways and Means Committee is now 
engaged in a review of the income tax law 
under the able chairmanship of Congress- 
man Wilbur D. Mills: 


Mr. Mills has said that aside from the 
closing of loopholes and the elimination of 
technical mistakes, he wants to bring our 
income tax back to “sensible, reasonable 
rates based upon a much broader concept 
of income.” Put in other words, he will 
seek, in the subcommittee work, to tax 
income now escaping taxation. By increas- 
ing the amount of income to be taxed, the 
rates can be reduced a proportionate amount 
without a reduction in the over-all income 
tax revenue. 


It should not be difficult to see how this 
would be so. For example, in 1955 indi- 
viduals paid about $31 billion in tax on 
$125 billion of taxable income. This is an 
average rate of about 25 per cent. If the 
aggregate taxable income had been $25 
billion higher, or $150 billion, then the $31 
billion of tax revenue could have been pro- 
duced by an average rate of only about 
20 per cent, instead of 25 per cent. 


When asked if he thinks they are likely 
to meet resistance to such a change from 
people now enjoying preference, Mr. Mills 
indicated that they probably would. But 
he thought that “if you get something 
together in one package, and the majority 
of the people can realize a benefit from 
the enactment of such a package, their 
desires would far outweigh the desires of 
those who will have something taken from 
them in connection with this type of re- 
vision of taxes.” This is a step in the right 
direction. 


Still another proposal is a constitutional 
amendment which would limit the progres- 
sion in the individual income tax rates to 
15 percentage points. Thus, if the lowest 
rate were 20 per cent, as at present, the 
highest rate could not exceed 35 per cent. 


What is sought by the advocates of this 
proposal is a moderating of the highest 
income tax rates, not elimination of all rate 
progression. They would still leave a rate 
schedule under which the individual with 
a high income would contribute a substan- 
tially greater percentage of it in tax than 
does the individual with a lower income. 


Worth noting here is a statement made 
before a subcommittee of the Senate Judi- 
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ciary Committee by a representative of the 
American Bar Association and several other 
organizations. He pointed out that only 3 
per cent of the total revenue is produced by 
the rates above 34 per cent. In other words, 
if the present rates (going as high as 91 
per cent) were limited to a maximum of 
34 per cent, the total revenue loss would be 
only about 3 per cent. 


There just are not enough people with 
income in the upper brackets from whom to 
collect more than a small portion of the 
revenue, even if the government were to 
take everything they earn. The practically 
confiscatory rates are unproductive. Ac- 
tually, five sixths of the revenue from the 
income tax on individuals comes from the 
20 per cent bracket. 


One cannot say to what extent the 3 per 
cent revenue loss would be made up, or 
exceeded, by additional revenue from addi- 
tional income earned by individuals who 
would be spurred to greater effort and risk- 
taking. However, it would be very illogical 
to assume that a reduction in rates of from 
four to 57 percentage points would not 
result in more income being earned, and 
consequently more income tax being paid 
into the Treasury. 

So, while some are condemning the in- 
come tax and urging its repeal, others are 
working to make it more fair and equitable 
and eliminate its unwholesome features. 


However, regardless of whether we agree 
or disagree with those who are for repeal, 
they do serve to make us stop and review 
our present system. It is a good thing to 


ALIENS AND THE UNITED STATES 
—Continued from page 296 


Sections 25.6011-1 and -2; 25.6019-1, -3 and 
-4; 25.6075-1; and 25.6091-1. A gift tax 
return on Form 709 is required of any non- 
resident alien who, within the calendar 
year, makes gifts of property situated in the 
United States to any one donee of a total 
value in excess of $3,000 (or, regardless of 
value, in the case of a gift of a future in- 
terest) (Regulations Sections 25.6011-1(b) 
and -2; 25.6019-1, -3 and -4). The return 
must be filed on or before April 15 follow- 
ing the close of the calendar year in which 
the gifts were made (Code Section 6075(b) 
and Regulations Section 25.6075-1) with the 
Director of International Operations, In- 
ternal Revenue Service, Washington 25, 
D. C., or with such other official as the 
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do this and to consider why we have the 
tax, what part it plays in our economy, and 
where the money we pay goes. When we 
consider these things carefully, most of us 
agree that at the present time and under the 
present world conditions, repeal of such an 
important revenue producer as the income 
tax would be very unwise. Instead, we 
should be directing our best efforts toward 
improving what we now have. There is 
much that can be done in that direction. 


To the extent that governmental expendi- 
tures may be reduced safely and additional 
income may be found and added to the 
tax base, we should lower the rates in the 
middle and lower brackets. 


We should lower the nonproductive but 
practically confiscatory rates in the higher 
income brackets, also. This we should do 
not as a special privilege for the rich or 
the well-to-do, but as an incentive to greater 
effort and risk-taking by those who are 
in a position to produce more income. The 
purpose and end result of this, of course, 
would be to benefit not the higher income 
groups, but the little fellow whose rates 
could be cut because of the additional in- 
come thus added to the tax base. 


For the benefit of all, large and small 
alike, we should constantly strive for sim- 
plification of the tax and an easing of the 
work load it imposes on taxpayers. We 
can accomplish these objectives. They are 
not unattainable. And since we need the 
income tax and probably will be keeping 
it for a long time to come, we must attain 


them. [The End] 


ESTATE AND GIFT TAXES 


Commissioner of Internal Revenue may 
designate (Regulations Section 25.6091-1). 

Payment of tax must be made by the 
donor at the time and place so fixed for 
filing the return (Code Sections 6151(a) 
and 2502(d); Regulations Sections 25.6151-) 
and 25.2502-2). 


As in the case of gifts by citizens or resi- 
dents, an information return on Form 710 
must be filed by every donee or trustee 
(except charities) to whom is made a gift 
for which the donor is required to file a 
gift tax return. The form must be filed 
at the same place and within the time pro- 
vided for the donor’s gift tax return. (Reg- 
ulations Sections 25.6001-2; 25.6011-1 and 
-2; 25.6071-1; and 25.6091-1.) [The End] 
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Income Tax Problems of Selling 


Goods and Licensing in India 
By MATTHEW J. KUST 


The problems discussed in this article would also be encountered 

in trade with Pakistan and Burma, since these countries were part of India prior 

to the termination of British rule. The income tax law of the three countries has 

a common ancestry in the Indian Income-tax Act of 1922. However, the author 
discusses only the law of India today as it affects foreign companies trading there. 


NDIA has a sophisticated but complicated 

income tax. In existence continuously 
since 1886, the tax is patterned after the 
British income tax, although over the years 
it has come to differ in many respects. 


A striking feature of the Indian income 
tax is the doctrine of business connection 
effecting foreign trade and investment. Its 
counterparts under the United States income 
tax are the concepts “engaged in trade or 
business” and “source of income.” Both are 
means of extending income tax liability to 
foreign individuals and corporations. The 
concept of business connection, however, is 
not the same as the concepts of “trading in” 
and “trading with” a country, found in the 
British income tax act. 


This article discusses the effect of the 
business connection doctrine on American 
private trade and investment. Many an 
American enterprise finds itself suddenly 
and unwarily caught with a business connection 
in India and dire tax consequences which it 
might have avoided by more careful planning. 
It is usually compounded by the fact that the 
tax incurred thereby is not allowed as a 
credit against the federal income tax, which 
results in a heavy double tax burden. In 
such a situation a dollar of profit on a sale 
to customers in India may dwindle to 18 
cents after taxes. 


Doctrine of Business Connection 


India divides taxpayers into residents and 
nonresidents for purposes of its income tax. 
1See In re Nandlal Bhandari Mills, Ltd., 
Cawnpore, (1939) 7 ITR 452, 464; Rogers Pyatt 


Shellac & Company v. Secretary of State, (1924) 
1 ITC 363, 366. 


Income Tax Problems in India 


Residents are taxed on their total income 
irrespective of source. It is said that they 
are taxed on their world income. 


Nonresidents, however, are taxed only on 
income received, arising, or deemed to be 
received or to arise in India. The taxation 
of profits on the basis of receipt is one of 
the fundamental principles of the Indian 
income tax. Income received or deemed to 
be received in India is subject to tax even 
if it accrues or arises outside the country. 


Income arising in India can be likened 
unto the “source of income” concept of the 
United States income tax, but income “deemed 
to arise” in India extends tax liability in 
many cases to income which by American 
law would not be considered to be from 
sources in India. Therein resides the difh- 
culty for American enterprise in India in 
avoiding double taxation under the foreign 
tax credit. 


Income deemed to arise in India is sanc- 
tioned in different provisions of the Indian 
Income-tax Act but the category of income 
deemed to arise in India that is to be dis- 
cussed primarily in this article is found in 
Section 42 of the act.? Section 42 also 
embraces other categories of “deemed” in- 
come in addition to that from a business 
connection in India. But insofar as the 
latter is concerned it provides that: 


“All income, profits or gains accruing or 
arising whether directly or indirectly, through 
or from any business connection . . . [in 


2? The Indian Income-tax Act, 1922, as amended. 
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India] shall be deemed to be income accru- 
ing or arising within [India] and 
where the person entitled to the income or 
gain is not resident in [India] shall 
be chargeable to income tax either in his 
name or in the name of his agent and in 
the latter case the agent shall be deemed 
to be, for all purposes of the Act, the 
assessee in respect to such income.” 


Income deemed to arise in India because 
of a business connection is not subject to 
tax in its entirety, however, but is allocated 
for such purposes in accordance with the 
degree of business activity conducted in 
India. Section 42(3) provides: 


“In the case of a business of which all 
the operations are not carried out in 
[India], the profits and gains of the busi- 
ness deemed under this section to accrue 
or arise in . [India] shall be only such 
profits and gains as are reasonably attribut- 
able to that part of the operations carried 
out in [India].” 


The allocation of the profits to tax in 
India on account of a business connection 
is determined by the income tax officer 
(ITO) at the time of assessment of the 
return. There is, unfortunately, no provi- 
sion in Indian income tax practice for 
advance ruling on such matters. The tax- 
payer must await determination of the issue 
after the fact at the time the ITO assesses 
his return. 





* Rule 33 provides as follows: 

“In any case in which the Income-tax Officer 
is of opinion that the actual amount of the in- 
come, profits or gains accruing or arising out 
of the taxable territories whether directly or 
indirectly through or from any business connec- 
tion in the taxable territories or through or 
from any property in the taxable territories, 
or through or from any asset or source of in- 
come in the taxable territories, or through or 
from any money lent at interest and brought 
into the taxable territories in cash or in kind 
cannot be ascertained, the amount of such in- 
come, profits or gains for the purposes of assess- 
ment to income-tax may be calculated on such 
percentage of the turnover so accruing or aris- 
ing as the Income-tax Officer may consider to 
be reasonable, or on an amount which bears 
the same proportion to the total profits of the 


312 


April, 1957 @ 


American enterprises operating or plan- 
ning to operate in India should also be 
aware of the powers of the ITO in this 
connection. If the nonresident assessee re- 
fuses to disclose or furnishes inadequate 
records and accounts of its business in India, 
the ITO can proceed to assess on the basis 
of a percentage of gross sales or receipts 
in India under Rule 33.2 The courts are 
unlikely to listen to the assessee’s later 
claim that the ITO acted arbitrarily.“ On 
the other hand, the ITO is under instruc- 
tion to give prima-facie credence to the 
records and accounts of the assessee. He 
can reject them only for good cause and 
after giving the assessee an opportunity in 
writing to explain the records and accounts. 


Definition of Business Connection 


The term “business connection” has a 
wide and uncertain meaning. It is subject 
to no precise definition and its determina- 
tion must depend upon the particular facts 
of each case. The classic definition is per- 
haps found in the opinion of Judge Rangnekar 
in the case of CIT v. National Mutual Life 
Association of Australasia, Ltd., (1933) 1 
ITR 350, 361,° where he states: 


“All that is necessary is that there should 
be a ‘business’ in British India and a con- 
nection between a non-resident person or 
company and that business and that the 
non-resident person or company has earned 
income through such connection,” * 


It is merely necessary, therefore, that 
there be a business in India and a connec- 
tion between the foreign enterprise sought 
to be taxed and that business, and that 
the foreign enterprise earned income through 
that connection. A _ business connection, 
however, denotes some element of continuity 
in the relationship with the agent, licensee 
or other person in India so that isolated 
transactions would not normally amount to 
a business connection.’ 


business of such person (such profits being 


computed in accordance with the provisions 
of the Indian Income-tax Act) as the receipts 
so accruing or arising bear to the total receipts 
of the business, or in such other manner as the 
Income-tax Officer may deem suitable."’ 

*See CIT wv. Metro-Goldwyn-Mayer (India), 
Ltd., (1939) 7 ITR 176, 183; Webb Sons & Com- 
pany v. CIT, (1949) 18 ITR 33, 47. 

* Reversed on another point by the Privy 
Council in (1936) 4 ITR 44. 

* Quoted with approval in Hira Mills, Ltd. v. 
ITO, (1946) 14 ITR 417, 430; Bangalore Woolen, 
Cotton and Silk Mills, Ltd. v. CIT, (1950) 18 
ITR 423, 433. 

™See Anglo-French Textile Company, Ltd. v. 
CIT, (1953) 23 ITR 101, 108 (Supreme Court) ; 
CIT wv. Metro-Goldwyn-Mayer (India), Ltd., 
cited at footnote 4, at p. 185; Bangalore 
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Since independence, Burma, Pakistan 
and India have been developing their 
own income tax structures, but their 
laws are still fundamentally the same. 
Burma has deviated to the greatest 
extent. Pakistan has deviated very 
little. Pakistan and India look to each 
others’ court decisions as precedents. 
How long the three countries will run 
on parallel courses remains to be seen. 


Illustrative instances of business connec- 
tion found in the decided cases of Indian 
courts are: 


(1) maintaining in India a branch office 
for the purchase or sale of goods or trans- 
acting other business; * 


(2) erecting a factory in India where the 
raw produce purchased locally is worked 
into a form suitable for export; ° 


(3) appointing an agent (not necessarily 
a sole agent)” in India for the regular pur- 
chase of raw materials or other commodi- 
ties, or for sale of the nonresident’s goods, 
or for other business purposes; ™ 


(4) forming an Indian subsidiary company 
to sell the products of the nonresident par- 
ent company; @ 


(5) forming a close financial association 
between a resident and a nonresident com- 
Pe: 
pany; 


(6) granting of a continuing license to a 
resident to exploit for profit an asset be- 
longing to a nonresident, though the trans- 
action may be disguised as an out-and-out 
sale.“ 


The metes and bounds of the business 
connection doctrine are best illustrated by 
the facts and decision of the Hira Mills 


case.” In that case some Indian free-lance 
brokers canvassed orders from customers 
in India and, when they obtained them, the 
offers of purchase were sent to the non- 
resident seller outside India for acceptance 
or rejection. The brokers were not obli- 
gated to place the orders with the assessee 
or with any other manufacturer. If the 
orders were accepted by the assessee, it 
paid a commission to the brokers. The 
Allahabad High Court held there was no 
business connection between the nonresident 
seller and the free-lance brokers in India. 
It would appear from the Indian cases that 
in order to be free of a “business connec- 
tion” in India, a foreign enterprise must 
conform its business practice closely to the 
facts of this case. 


Selling Goods in India 


There appears to be considerable mis- 
understanding by American enterprise with 
respect to sales to customers in India on a 
principal-to-principal basis. This is due in 
part perhaps to recent press releases by 
Indian Government agencies and news re- 
ports on interviews with Indian officials in 
American newspapers which may have been 
slightly misleading on a very complicated 
matter. It is also due in large measure 
to an unwarranted self-serving conclusion 
formed by American businessmen in re- 
sponse to these news items. 

Whatever the cause for the misunder- 
standing, many American businessmen are 
under the misapprehension that if they ac- 
cept orders, pass title and take payment in 
the United States on their sales to customers 
in India they are free of any Indian income 
tax. Unfortunately this is only true providing 
the sales do not arise through a business 
connection in India. 





(Footnote 7 continued) 

Woolen, etc., Mills v. CIT, cited at footnote 6, at 
pp. 435, 451; Abdullabhai Abdul Kadar v. CIT, 
(1952) 22 ITR 241, 254; Damodara Shenoy v. 
CIT, (1954) 26 ITR 650, 656. 

’ Rogers Pyatt Shellac & Company v. Secre- 
tary of State, cited at footnote 1; CIT v. Steel 
Brothers & Compony, Ltd., (1925) 2 ITC 119: 
CIT v. Bhanjee Ramjee & Company, 1 ITC 147: 
In re Nandlal Bhandari Mills, Ltd., cited at 
footnote 1; Motor Union Insurance Company, 
Ltd. v. CIT’, (1945) 13 ITR 272; CIT v. National 
Mutual Life Association of Australasia, (1933) 
1 ITR 350 (reversed on another point by PC. 
(1936) ITR 44). The facts of the last-mentioned 
case are to be found in ILR 55 Bom. (637). The 
decision to the contrary in Board of Revenue v. 
Madras Export Company, 1 ITC 19, appears to 
be incorrect. 

®* Rogers Pyatt Shellac & Company v. Secre- 
tary of State, cited at footnote 1; C/T v. Steel 
Brothers 4 Company, Ltd., cited at footnote 8. 
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” Abdullabhai Abdul Kadar v, CIT, cited at 
footnote 7 

u Anglo-French Textile Company, Ltd. v. 
CIT, cited at footnote 7; Webb Sons & Com- 
pany v. CIT, cited at footnote 4; Bangalore 
Woolen, etc., Mills v. CIT, cited at footnote 6: 
CIT v. Hajee Mohamed Hajee Ooosman, (1937) 
5 ITR 657: Singareni Collieries Company v. CIT, 
(1952) 21 ITR 375; Abdullabhai Abdul Kadar v. 
CIT, cited at footnote 7; In re Union Jute Com- 
pany, Ltd., (1955) 27 ITR 138. Cf. CIT v. Steel 
Brothers 4 Company, (1951) 19 ITR 435. 

“CIT wv. Remington Typewriter Company 
(Bombay), Ltd., (1930) 5 ITC 177 (PC). 

3 CIT v. Bombay Trust Corporation, Ltd., 
(1929) 4 ITC 312 (PC); CIT v. Bombay Trust 
Corporation, Ltd., (1936) 4 ITR 323 (PC); Bank 
of Chettinad, Ltd. v. CIT, (1940) 8 ITR 522 
(PC); Oriental Investment Corporation, Ltd. v. 
CIT, (1934) 7 ITC 211. 

“ CIT v. Metro-Goldwyn-Mayer (India), Ltd., 
cited at footnote 4. 

% Hira Mills, Ltd, v. ITO, (1946) 14 ITR 417. 
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Until recently the Central Board of Rev- 
enue (CBR) vacillated greatly on this point. 
It was not clear that profits from sales to 
customers in India on a principal-to-principal 
basis were free of tax even without any 
business connection. But it appears now 
that the CBR has finally accepted this posi- 
tion. It is stated to be so officially by the 
recent Taxation Enquiry Commission.” In 
fact, the commission goes a step further 
and recommends that “in view of the im- 
portance of the matter a suitable 


provision might be inserted in the law 
itself.” ” 


It is interesting to note in this connection 
that the commission rejected strongly urged 
proposals that the business connection doc- 
trine be replaced by the concept “trade 
exercised in India” or otherwise limited in 
scope. It did recommend, however, that the 
Central Board of Revenue issue a “compre- 
hensive set of instructions” to the public 
on the meaning of the doctrine of business 
connection in order to clear up any mis- 
understandings.” Moreover, it recommended 
that no taxable income should be attributed 
to mere purchasing operations in India.” 


In view of the foregoing it appears to be 
clear that profits from sales to customers 
in India on a principal-to-principal basis are 
not taxable under the Indian income tax 
providing, however, that they are not at- 
tributable in any way to a business connec- 
tion in India. It becomes important to know, 
therefore, how much sales activity a foreign 
enterprise can carry on in India in connec- 
tion with selling goods to customers in 
India on a principal-to-principal basis with- 
out creating a business connection and 
thereby incurring tax liability. 


It may distribute sales literature, adver- 
tise in Indian trade journals and news- 
papers, and send occasional salesmen to 
India to stimulate sales without creating 
a business connection. It may also, without 
incurring a business connection, send erec- 
tors and engineers to assist customers with 
the installation and placing into operation 
of machinery and equipment. This cannot, 
however, assume the proportions of engi- 
neering services unconnected with the initial 
sale, such as a maintenance and repair serv- 


* ‘Suggestions have been made to us for ex- 
cluding certain types of transactions from the 
scope of the term ‘business connection’. One 
such suggestion is that profits from transactions 
on a_ principal-to-principal basis, where the 
ownership of the goods passes from the non- 
resident to the resident outside the taxable 
territories, should not be deemed to accrue in 
India. We learn that the Central Board of 
Revenue has already accepted this position and 
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ice. Moreover, if a separate fee is charged 
for the erection and installation service there 
will be income arising in India even though 
a business connection is not created through 
such activity. Beyond this, it would appear, 
a foreign enterprise cannot engage in any 
selling activity without creating a business 
connection. 


Resident Agent and Branch Office 


Maintaining a resident agent or establish- 
ing a branch office in India constitutes a 
business connection.” It is not relevant that 
such agent or branch is without power to 
accept orders or payment for the goods. 
In such case a portion of the profits from 
the sales would be deemed to arise in India 
because of the business connection through 
the resident agent or branch office. The 
amount allocated to tax would be deter- 
mined by the ITO at the time of assess- 
ment. The allocation would be based on the 
contribution to the sale of the activity of 
the resident agent or branch office in India. 
It is reasonable to expect that in the normal 
case, where there is a full disclosure of 
records and accounts, the ITO will accept 
a 50-50 allocation of the profits from the 
sales between the home office outside, and 
the branch office inside, India. But this is 
no hard and fast rule and no one should 
rely on it in his situation. Where the [TO 
has to proceed under Rule 33, allocations of 
10 per cent of gross receipts or sales have 
been made by the ITO and sustained by 
the courts.” 


Indian Distributors 


It is general practice in India to sell 
goods through Indian agents or distributors, 
This is perhaps more true of European than 
American manufacturers. The Indian dis- 
tributor is an independent firm or individual 
affiliated to the foreign manufacturer, ordi- 
narily through an exclusive sales agency 
agreement. He frequently represents sev- 
eral foreign principals on different products. 
Under the usual arrangement he is entitled 
to a commission on his principal's goods 
sold in India (or within his territory if it 
is less than the whole of the country), 
whether by him, someone else or directly 


has issued executive instructions to the Income- 


tax Officers to that effect.’’ Report of the Taxa- 
tion Enquiry Commission, 1953-54 (New Delhi, 
Government of India Press, 1955), Vol. II, p. 34. 

See work cited at footnote 16. 

%® See work cited at footnote 16, at pp. 33-34. 

” See work cited at footnote 16, at p. 34. 

* See footnotes 7, 9 and 10 above. 

™ CIT v. Metro-Goldwyn-Mayer (India), Ltd., 
cited at footnote 4. 
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by the principal. On the other hand, the 
distributor is customarily bound to place 
with his foreign principal all orders he 
develops and solicits for goods manufac- 
tured by the foreign concern. Such arrange- 
ments with Indian distributors are a business 
connection in India.” 


Although the Indian distributor is subject 
to tax on his commissions on the sales, a 
portion of the principal’s profits on these 
sales is also taxable in India because of the 
business connection. Moreover, the tax lia- 
bility of the principal may be assessed 
vicariously against the distributor under 
Sections 42 and 43 of the act. In order to 
protect the resident agent in connection 
with such vicarious liability for his prin- 
cipal’s tax, the act authorizes the agent to 
retain from any money payable to his prin- 
cipal the amount required to pay the tax. 
Thus, effective machinery is provided by 
law for the collection of any tax liability 
arising from a business connection in India. 


Indian Subsidiary 


Many foreign manufacturers organize an 
Indian company for the purpose of selling 
goods to customers in India. The Indian 
subsidiary is, of course, subject to tax in 
India on its profits and the parent company 
is subject to the Indian income tax on 
dividends received from such subsidiary.” 
But the parent company is also held to 
have a business connection in India because 
of its Indian subsidiary and to be subject 
to Indian income tax on a portion of the 
profits from its sales in India through the 
subsidiary. 


Legal history was made in India by an 
American company in this respect in the 
famous case of CIT v. Remington Typewriter 
Company (Bombay), Ltd., cited at footnote 
12. The Remington Typewriter Company 
formed three Indian subsidiaries in 192: 
for the sale of typewriters in the Bombay, 
Madras and Calcutta areas. The business 
of these subsidiary Indian companies was 
to purchase the typewriters from the Amer- 
ican company at the usual wholesale dis- 
count prices and sell them in India. Though 
it is not clear from the report of the case, 
the sales to the subsidiaries were presum- 
ably on a principal-to-principal basis with 
acceptance of orders, passage of title and 
receipt of payment in New York. The 
profits of the subsidaries after payment of 
Indian income tax were paid to the Amer- 
ican company in the form of dividends. 





2 See footnotes 9 and 10 above. 
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In addition to assessing a super tax on 
the dividends, the ITO assessed an income 
and super tax against the American com- 
pany on 5 per cent of its gross sales to its 
subsidiaries as income deemed to arise in 
India on account of a business connection. 
The Bombay High Court refused to approve 
the assessment but was reversed by the 
Privy Council on appeal by the Commis- 
sioner of Income Tax in Bombay. The 
Privy Council was of the following opinion: 


“The Bombay Company was formed for 
the express purpose of acquiring from the 
American Company and carrying on in a 
particular area the American Company’s 
business of selling the American Company’s 
manufactures. 


“Although no contractual obligation exists 
by which the Bombay Company is com- 
pelled to purchase any of the manufactures 
of the American Company, the flow of 
business between the two Companies is 
secured by the fact that the ultimate and 
complete control of the Bombay Company 
is vested in the American Company which 
owns all its shares. 


“ 


their Lordships think that a busi- 
ness connection exists in the present case 
within the meaning of Section 42(1), not 
only between the Bombay Company and 
the American Company, but also between 
the American Company on the one hand 
and each of the two other Indian Com- 
panies on the other hand.” 


The brevity of the council’s opinion leaves 
much to be desired. It fails to reveal the 
essence of the decision. Whether the essen- 
tial fact was the corporate control of the 
subsidiary or that the subsidiary was an 
Indian company is not clear. If the decision 
rests upon the fact that an Indian subsidiary 
was involved, could a business connection 
in India be avoided by operating with an 
American or other foreign subsidiary? And 
would it make a difference if the American 
subsidiary were resident or nonresident for 
purposes of the Indian income tax? No 
guidance is found in the decided cases to 
date, so the answers must be sought in the 
rationale of the doctrine of business con- 
nection. 


American Subsidiary 


A primary reason for operating with a 
separate selling subsidiary in India is to 
keep income earned elsewhere from being 


* Sec. 4(c) (ii), Explanation 3, Indian Income- 
tax Act, 1922, as amended. 
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subject to the Indian income tax. Under 
the Indian Income-tax Act a foreign cor- 
poration acquires resident status on two 
grounds.™ A foreign corporation is resident 
if corporate control and management are 
situated wholly in India. This is easy to 
control, however, by a foreign corporation 
wishing to avoid resident status in India. 
However, a foreign corporation is also resi- 
dent if its income arising in India exceeds 
its income arising outside India. Resident 
status is more difficult to control under this 
test by foreign companies with a large part 
of their business in India. Placing the In- 
dian business in a separate subsidiary is an 
effective way to shield the non-Indian in- 
come from tax in India. 


Under such a setup, the profits on the 
sales to customers in India are usually allo- 
cated between the parent and the subsidiary. 
The problem then arises whether the profits 
allocated to the parent are subject to tax 
in India under the doctrine of business 
connection. The point was raised in the 
recent case of Caltex (India), Ltd. v. CIT, 
(1952) 21 ITR 278. The California Texas 
Oil Company, Ltd., was a Bahamian cor- 
poration. It owned all the shares of another 
Bahamian corporation, Caltex (India), Ltd., 
which sold petroleum products in India. 


The latter made profits in India out of 


which it paid dividends to the parent com- 
pany. The ITO assessed the subsidiary for 
the parent’s tax liability on the dividends. 
The commissioner predicated his case on 
several grounds, one of which was the 
doctrine of business connection. Counsel 
for the assessee argued that there could be 
no business connection in India under Sec- 
tion 42 simply on the ground of corporate 
control. Since the Bombay High Court had 
already decided against the taxpayer on 
other grounds, it declined to decide the 
issue, The consequences of selling goods in 
India through an American or other non- 
Indian subsidiary, therefore, remain unde- 
cided by the Indian courts, 

It would appear that corporate control of 
the subsidiary is not, by itself, sufficient to 
create a business connection. Bearing in 
mind the classic definition by Justice Rang- 
nekar, it would seem essential that the 
subsidiary have a business in India. The 
corporate control would then provide the 
necessary connection with the business of 
the subsidiary in India. 





™ Sec. 4A(c), Indian Income-tax Act, 1922, 
as amended. 

* ** ‘Business’ includes any trade, commerce, 
or manufacture or any adventure or concern in 


the nature of trade, commerce or manufacture.”’ 
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It would not seem important whether the 
subsidiary is resident or nonresident. The 
subsidiary could have a business in India 
and still be nonresident under both the 
control-and-management and the income 
tests. On the other hand, it could be resi- 
dent under one of these tests and have no 
business in India. 

Unfortunately, it is not clear what con- 
stitutes a business in India for purposes of 
a business connection. The definition of 
“business” contained in Section 2(4) of the 
act is not very helpful.” It would appear 
that if the subsidiary maintains an office 
in India from which it conducts sales activi- 
ties, or retail establishments and warehouses 
for sales of goods and services, it would 
have a business in the country. If it merely 
has resident agents and representatives for 
soliciting orders, it would probably not have 
a business in India. The case would become 
more complicated if such agents established 
offices with secretaries and clerks. Each 
case would in the end turn on its own set 
of facts. 


If the subsidiary sells solely through 
Indian distributors, it would seem clear that 
the parent company has no business con- 
nection in India. The subsidiary would, of 
course, have a business connection with the 
distributors. But the business in India in 
such case is that of the distributors and not 
of the subsidiary. The latter would have 
only a business connection in India, and it 
would appear that a business connection 
cannot be predicated on a business connection. 


Thus, it remains to be seen how far the 
Indian courts will extend the doctrine of 
business connection where foreign enter- 
prise conducts its sales through foreign 
subsidiaries. There is today a growing con- 
cern in official circles about the effect of 
taxation on foreign trade and investment 
from the standpoint of the economic de- 
velopment of India. In fact, the Government 
of India has engaged a private organization 
to study the matter. It might well be that 
this same concern will affect the courts, 
making them hesitate in extending the doc- 
trine of business connection too far lest it 
become detrimental to foreign trade and 
investment in India. The Supreme Court 
of India has recently displayed a propensity 
to temper a strictly legalistic approach with 
supervening considerations of the economic 
development of the country.” 


*Cf. Bengal Immunity Company, Ltd. v. 
State of Bihar, 1955 AIR, 661 (Supreme Court 
Section). This case involved a constitutional 
interpretation of the respective powers of the 
central government and the states to tax inter- 
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Licensing in India 


Many American enterprises are presently 
engaged in licensing in India of patents, 
copyrights, processes, formulas and other 
rights in advanced technology. This can be 
expected to increase in view of India’s need 
to import advanced technology for its in- 
dustrialization. The tax consequences of 
licensing in India can, therefore, be expected 
to assume greatér importance in the future. 


Licensing of Patent 


Royalties from licenses in India would 
be subject to Indian income tax. Even if 
the licensing agreement is entered into and 
the royalties are payable outside India, it 
would appear that the royalty income arises 
in India because the patent is used within 
the country. It does not seem necessary, 
therefore, to resort to the fiction of income 
deemed to arise in India in order to subject 
royalty income of a foreign licensor in India 
to the Indian income tax. 

Even if the royalty income is not consid- 
ered to arise in India, it might still be 
deemed to arise in India under the following 
provision of Section 42: 


“All income, profits or gains accruing or 
arising, whether directly or indirectly, . . . 
through or from any property in ; 
[India], or through or from any asset or 


source of income in . . . [India] shall be 
deemed to be income accruing or arising 
within . . . [India].” 

Since the patent or copyright subject to 
license is a property right derived and 
existing by virtue of the laws of India, it 
would undoubtedly be “property or asset or 
source of income” in India. 


Business Connection 


The foregoing may be the case involving 
patents and copyrights which owe their 
existence to the laws of India. Other types 
of property, however, that do not similarly 
owe their existence may also be licensed or 
leased to Indian licensees under circum- 
stances not covered by the above provision 
of Section 42. Royalties received by a for- 
eign licensor from such licensing could, 
therefore, be subject to tax only if the 
doctrine of business connection is applicable. 

The case of CIT v, Metro-Goldwyn-Mayer 
(India), Ltd., cited at footnote 4, is held to 
stand for the rule of law that the grant of 


(Footnote 26 continued) 

state sales. The Supreme Court reversed its 
own previous decision and found greater power 
in the central government over taxation of such 
sales. There is evidence in the opinions that 


Income Tax Problems in India 


a continuing license to an Indian licensee 
constitutes a business connection in India. 
This case involved two American com- 
panies. It does not appear that there was 
any corporate affiliation between them. The 
Culver Export Corporation of New York, a 
nonresident company in India, granted a 
three-year right to Metro-Goldwyn-Mayer 
(India), Ltd., a New Jersey corporation 
resident in India, to exhibit motion picture 
films in India for 70 per cent of the gross 
rentals received by the latter. The agree- 
ment purported to be a purchase and sale 
of the films. Apparently the agreement was 
concluded and payments were made in New 
York. The report of the case is not clear 
on these points. The ITO assessed Metro- 
Goldwyn-Mayer, as agent, for the income 
tax liability of Culver Export Corporation 
on the grounds of business connection. The 
income allocated to tax was 10 per cent of 
the gross receipts from India because the 
assessee did not produce adequate accounts 
from which to determine the actual profits. 
The Bombay High Court upheld the assess- 
ment. The commissioner argued that the 
agreement created a partnership, but the 
court considered it “something in the nature 
of a licen At any rate, the case is now 
cons and for the proposition that 
lic: India constitutes a business 
CO bi Ca vs 


Thes, |. wosid not appear possible to 
minimize Indian income tax by creating a 
non-Indian subsidiary for sublicensing in 
India. The amount allocated to the parent 
would most likely be subject to tax on the 
ground of business connection. 


It is interesting to speculate whether 
Indian income taxes might be minimized by 
the use of a non-Indian subsidiary which 
merely grants licenses to Indian manufac- 
turers without engaging in any other. busi- 
ness activity in India, In the suppositious 
case, the licensing subsidiary would conduct 
its licensing and receive payments outside 
of India. The object would be to keep the 
licensing subsidiary from having a business 
in India. If this were accomplished, no 
business connection could be attributed to 
the parent company because of this licensing 
or, for that matter, its corporate affiliation. 
But the subsidiary’s licensing of Indian 
manufacturers might itself be a business in 
India, even if no other activities are con- 
ducted there by the subsidiary. 





with some of the justices, considerations of 
furthering the economic development of the 
country prevailed over strictly legalistic rea- 
soning. 
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Moreover, in the case of patents and copy- 
rights existing under Indian laws, it would 
be difficult to argue that the royalties were 
not “income accruing or arising, whether 
directly or indirectly, through or from any 
property, or any asset or source of income 
in India.” Thus the parent company might 
find itself liable under this provision of 
Section 42 in any attempt to license patents 
and copyrights in India through a licensing 
subsidiary, even if it could avoid a business 
connection. The result might be different 
with such forms of technological knowledge 
as formulas, processes, drawings and pat- 
terns which were not dependent on patents 
or copyrights from the government. 

In view of the foregoing, it would appear 
that the possibilities are not great for min- 
imizing Indian income taxes on income from 
licensing of technical knowledge in India. 
Such income would either be held to arise 
in India or would be deemed to arise there 
through a business connection or from 
property or a source of income in India. 


Technical Collaboration Agreements 


The business approach to India, as well as 
other underdeveloped countries, is undergo- 
ing fundamental changes. Under her five- 
year plans for economic development, India 
is placing top priority on the industrializa- 
tion of her economy. In this effort the In- 
dians need capital goods and_ technical 
assistance from abroad. But the policies of 
the Government of India will no longer 
permit foreign enterprise to conduct busi- 
ness activities in India without permitting 
Indians to participate as partners. These 
policies are designed to assure that Indian 
nationals acquire the technical knowledge 
and skills necessary for a modern indus- 
trialized society. Since foreign exchange 
resources will be limited in the future and 
carefully husbanded by Indian economic 
planners, the best outlets for exports to 
India will be through these partnership 
arrangements, Once the Government of 
India sanctions the partnership arrange- 
ment, a market for both technical assistance 
and capital goods is assured for a period of 
time for the foreign enterprise. 

These partnership arrangements are gen- 
erally called technical collaboration agree- 
ments. They usually embrace three types of 
goods and services: (1) the licensing of 
patet.ts, processes, formulas and other forms 
of technical knowledge required by the new 
enterprise in India, (2) the technicians nec- 

™ Cf. Thiagaraja Chetty & Company v. CIT, 


(1953) 24 ITR 535 (SC); CIT v. Steel Brothers & 
Company, cited at footnote 11; Sec. 4(1)(c) (ii), 
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essary to assist the Indian partners in estab- 
lishing the new enterprise (this embraces 
engineering services in designing the plant, 
the setting-up of the production process, 
and the training of local technical and 
skilled personnel; a separate fee is fre- 
quently charged for these services) and (3) 
the machinery and equipment required from 
abroad for the new enterprise. 


An important feature of these business 
arrangements is the furnishing of industrial 
components to the new enterprise by the 
foreign manufacturer. A new industrial 
undertaking such as the manufacture of 
motor vehicles will usually be a combination 
of manufacturing and assembly operation 
for a period of years. The foreign manu- 
facturer will, therefore, have a market in 
India for many years under the technical 
collaboration agreement for such compon- 
ents as engine heads, piston rings, crank- 
shafts, and other automotive parts. 


European manufacturers have readily 
adopted this method of doing business in 
India both to their great profit and to the 
competitive disadvantage of their American 
counterparts. Notable examples are the 
technical collaboration agreements between 
Daimler-Benz of Germany and the Tatas 
for the manufacture of buses and trucks and 
the recent agreement between Associated 
Electrical Company of England and the 
Government of India for the establishment 
of a heavy electrical equipment factory. It 
would seem reasonable to assume that 
American business will also be adopting 
this method of doing business in India if it 
does not wish to forego the potential market 
for capital goods and technical assistance 
that is being created by the industrialization 
of the country. 


It is felt that a brief discussion of the tax 
problems such business arrangements pose 
is apropos here. The tax consequences of 
selling goods and licensing were discussed 
separately. Since a technical collaboration 
agreement combines these business activi- 
ties, it is necessary to examine whether the 
tax consequences are different. Further- 
more, such agreements embrace an addi- 
tional type of income from the engineering 
and technical services usually involved in 
establishing the new enterprise. 


The fees and payments received for such 
services would be held to arise in India 
insofar as the services are rendered in the 
country.” Since such services would usually 


Explanation 2, Indian Income-tax Act, 1922, as 
amended. 
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be rendered partly in and partly outside 
India, a difficult problem of allocation would 
arise under the Indian mcome tax law. 


Moreover, the income allocated to serv- 
ices rendered outside India might also be 
liable to tax under the doctrine of business 
connection. The same consideration is ap- 
propriate with respect to the sale of ma- 
chinery, equipment and components to the 
new enterprise in India. Insofar as the 
licensing aspect of the technical agreement 
is concerned, it was seen that little possi- 
bility exists for minimizing Indian income 
tax on such income. 


A technical collaboration agreement would 
create a business connection in India. Such 
agreements include licensing in India. Many 
include exclusive purchasing of necessary 
components from the licensor; and there is 
the near-partnership arrangement of the en- 
tire business relationship. In fact, some of 
these agreements provide for ownership 
participation by the foreign manufacturer. 

Much of the income resulting from a tech- 
nical collaboration agreement would, there- 
fore, be subject to Indian income tax. There 
would be a difficult problem of allocation 
with respect to the income from services 
rendered and sales of goods effected outside 
India which would be subject to tax on the 
ground of a business connection in India. 


Is there any scope for minimizing Indian 
income taxes on income resulting from 
technical collaboration agreements? A pos- 
sible setup to consider is the separation of 
the licensing and selling activities. The li- 
censing could be conducted by the parent 
or a separate subsidiary from the subsidiary 
conducting the sales of équipment and com- 
ponents to the Indian ‘enterprise. If both 
companies had no business establishment 
in India it could be technically argued that 
the profits from the sales of equipment and 
components allocated toithe parent company 
could not be deemed to arise in India on 
account of a business connection. It would 
probably not be safe, however, to rely on 
such a setup, as the Indian courts might 
view the technical collaboration agreement 
in its entirety and find that the sales of 
equipment and components arose through 
a business connection in India. This would 
be particularly true if the agreement con- 
tained a provision requiring the Indian 
enterprise to purchase the equipment and 
components from the wholly owned sub- 
sidiary. This does not necessarily mean that 

** A tax treaty between the United States and 
Pakistan is under negotiation and is expected to 
come into existence soon. | 
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sales of goods to others in India by such 
subsidiary outside the technical collabora- 
tion agreement would be held to arise through 
a business connection on the part of the 
parent company. 


It has already been mentioned that the 
Government of India has under review the 
effect of taxation on foreign trade and in- 
vestment in India. In view of the importance 
of bringing to India the latest technological 
knowledge for its industrialization and the 
problem of facilitating licensing and techni- 
cal collaboration agreements to help Indian 
private enterprise establish new industrial 
undertakings, changes in the tax law may 
be forthcoming in this connection, Future 
developments in this respect should, there- 
fore, be watched closely by American busi- 
ness operating in India. 


Foreign Tax Credit 


Minimizing Indian income tax cannot be 
the only consideration of an American en- 
terprise doing business in India. Such a 
narrow approach frequently may result in 
greater over-all tax liability because of 
double taxation by India and the United 
States. 


There is no tax treaty between the United 
States and India.” The mitigation of double 
taxation depends, therefore, upon unilateral 
credit provisions for income taxes paid to 
foreign countries in the respective tax laws 
of the two countries. 


Section 49D of the Indian Income-tax Act 
provides such credit for foreign income 
taxes paid on income arising in a foreign 
country, but it is permitted only to assessees 
who are residents in India. The latter re- 
quirement makes it difficult for an American 
manufacturer selling goods in India to qual- 
ify for a credit for United States income tax 
against the Indian income tax resulting 
from a business connection in India, Income 
deemed to arise in India is not taken into 
account under the income test of residence; 
and it would seem impractical for such 
company to have its control and manage- 
ment wholly situated in India. 


However, it is possible to qualify for the 
credit in a situation involving several cate- 
gories of income, some of which arise in 
India, so as to create resident status for 
the American company under the income 
test. In such case, precaution would have 
to be taken that non-Indian income of the 
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company is not made subject to the Indian 
income tax. This can be prevented by the 
use of a separate company for the Indian 
business. An American company doing 
business in India should, therefore, examine 
its situation carefully to determine whether 
it may not be entitled to credit for United 
States income tax against its Indian income 
tax. 


Thus only in rare cases will the American 
business enterprise be entitled to credit for 
the United States income tax against its 
Indian income tax liability because of a 
business connection in India, At the same 
time the American manufacturer will not be 
permitted a credit under Section 901 of the 
Internal Revenue Code of 1954 for the 
Indian income tax because of the so-called 
per-country limitation contained in Section 
904(a) of the Code since it limits the credit 
to taxes paid on “income from sources 
within [the foreign] country.”” The source 
of income on international sales for United 
States income tax purposes is determined 
by the place of passage of property rights 
in the goods.” 


If an American manufacturer exporting 
to India arranges its sales to Indian cus- 
tomers on the basis of acceptance of orders, 
passage of title and payment in the United 
States, no income will arise or be received 
in India. However, if these sales are made 
through an Indian distributor or branch 





*I. T. 3565, 1942-2 CB 135; Elsie R. Samstag, 
CCH Dec. 8196-J ; Commissioner v. Ferro-Enamel 
Corporation, 43-1 ustc { 9369, 134 F. (2d) 564; 
Burk Brothers, CCH Dec, 6281, 20 BTA 657 (in- 
volving Indian income tax because of a business 
connection); see also, G. C. M. 22556, 1941-1 
CB 310. 

% 1954 Code Secs. 861 and 862; G. C. M. 25131, 
1947-2 CB 85; Exolon Company, CCH Dec. 12,188, 
45 BTA 844; Ronrico Corporation, CCH Dec. 
12,022, 44 BTA 1130; Commissioner v. East 
Coast Oil Company, 8S. A., 36-2 ustc § 9445, 85 
F. (2d) 322 (CCA-5); but see U. 8. v. Balanov- 
ski, 55-1 ustrc { 9302, 131 F. Supp. 898 (DC 
ay AP 

" Cf. Burk Brothers, cited at footnote 29. 

® Briskey Company, CCH Dec. 8400, 29 BTA 
987, aff'd, 35-2 ustc § 9503, 78 F. (2d) 816 
(CCA-3) (involving Indian income tax on sales 
made in India). 

The reader should not be misled into thinking 
that rearranging the tax consequences is quite 
as simple as it sounds in the text. Neverthe- 
less, tax planning of this kind is done all the 
time. It might, however, be useful to quote at 
this point the pertinent portions of G. C. M. 
25131: 

“In view of the foregoing, this office adopts 
the general rule that, for the purpose of deter- 
mining the source of income attributable to the 
sale of personal property, a sale is consum- 
mated at the place where the seller surrenders 
all his right, title, and interest to the buyer. 
In cases in which the bare legal title is retained 
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office in India, a portion of the profits from 
the sales will be deemed to arise in India 
because of a business connection. Since 
title and property in the goods passed in 
the United States there would be no credit 
for the Indian income tax.” 


On the other hand, if the American man- 
ufacturer made the sales on the basis of 
passage of title and property to the goods 
in India, it would receive credit for the 
Indian income tax.” But the entire profit 
would probably be taxable in India in such 
a situation, as the profits would be held to 
arise there.” Yet this might be the least 
expensive way to sell goods to customers 
in India. 


The mathematics of the situation, assum- 
ing for purposes of calculation a 10 per 
cent profit on sales and that the ITO is 
willing to accept a 50-50 allocation of profits 
between the New York and Bombay offices, 
would be as follows: 


There would first be an Indian income tax 
of $3.10 ($5 x 62%) on the profits deemed 
to arise in India through the business con- 
nection. Since this tax is not creditable 
against the United States tax but is merely 
deductible, there would next be a United 
States income tax of $3.59 ($6.90 x 52%). 
The total tax would be $6.69 on each $10 
of profits or $100 of sales. 


If, however, title is passed in India the 
entire $10 would be subject to Indian in- 


by the seller, the sale will be deemed to have 
occurred at the time and place of the passage 
to the buyer of the beneficial ownership and 
the risk of loss. . However, in any case 
in which the sales transaction is arranged 
in a particular manner for the primary pur- 
pose of tax avoidance, the foregoing rules will 
not be applied. . . . In such cases, all factors 
of the transaction, such as negotiations, the 
execution of the agreement, the location of 
the property, and the place of payment, will 
be considered, and the sale will be treated as 
having been consummated at the place where 
the substance of the sale occurred.’’ 

*® Unlike the United States rule, the profits 
on an international sale may arise partly inside 
and partly outside India if the ‘‘place of con- 
tract’’ and the ‘‘passage of property’’ occurred 
in different places. Thus the taxpayer might 
attempt to tread gingerly between these two 
rules by making the ‘‘place of contract’’ in New 
York and arranging ‘‘passage of title’’ in India 
in an attempt to minimize both taxes. But in 
view of the ‘‘exception’’ in G. C, M. 25131 and 
the opinion in the Balanovski case, which ap- 
pear to be tending to a ‘‘substance of the sale”’ 
rather than a ‘passage of title’’ rule, such busi- 
ness practice would appear risky. If the tax- 
payer decides upon this course of action, it 
would be advisable to effect as much as possible 
of the substance of the sale in addition to pas- 
sage of title in India in order to assure the for- 
eign tax credit. 
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“.. . affirmative willful attempt 
may be inferred from conduct such 
as keeping a double set of books, 
making false entries or alterations, 
or false invoices or documents, 
destruction of books or records, 
concealment of assets or covering 
up sources of income, handling of 
one's affairs to avoid making 

the records usual in transactions 
of the kind, and any conduct, the 
likely effect of which would be 

to mislead or to conceal.’’—. 
Spies v. U. S., 317 U. S. 492 (1943). 


come tax for a tax of $6.20. This would be 
the total tax liability, however, since the 
United States tax would be offset by the 
credit for the Indian tax. 


It is not likely that the ITO would agree 
to less than a 50 per cent allocation of 
profits to Indian income tax. If he did, the 
difference in cost would be reduced. He is 
more likely to demand a higher allocation, 
in which’case the difference in tax cost be- 
tween the two methods of doing business 
would increase. 


The increased tax cost would be even 
greater if India reduced its tax on foreign 
corporations. If India’s rate were the same 
as the United States’ 52 per cent rate, for 
example, the total tax cost by passing title 
to the goods in India would be $5.20, 
whereas it would amount to $6.45 by pass- 
ing title in the United States. There is 
some hope that a reduction in rate of tax 
on foreign companies may result from the 
current study by the Government of India 
of the effect of taxation on foreign trade 
and investment. 


Similar results obtain where the American 
manufacturer conducts sales in India through 
a non-Indian subsidiary. Due to the favor- 
able operation of Section 902 of the Code 
and the rulings thereunder, it may be that 
one of the least costly ways to do business 
in India is through a profit sanctuary cor- 
poration with a wholly owned Indian sub- 
sidiary.“ This approach to selling goods to 
customers in India is now complicated by 
the recent enactment of a super tax on 


“TT. T. 4089, 1952-2 CB 142. It should be noted 


that a Biddle case (Biddle v. Commissioner, 38-1 
ustc { 9040, 302 U. S. 573) situation is involved 
since India has a similar type of tax on divi- 
dends, under which the corporation pays the 
tax and it is credited to the shareholder. The 
Biddle decision is, however, surmounted by Sec. 
902 where corporate taxpayers are involved. 
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dividends in excess of 6 per cent on paid-up 
capital.” The difficult factor of expected 
profits and dividends of the Indian sub- 
sidiary must now be taken into account in 
contemplating such approach. Nevertheless, 
it ought to be considered seriously by 
companies already using a profit sanctuary 
company for their foreign business. 

The use of an Indian subsidiary would, 
however, present some other difficulties. 
The Ministry of Commerce and Industry 
might refuse to approve a wholly owned 
Indian subsidiary in view of the Govern- 
ment of India’s policy that corporate con- 
trol of Indian companies should be by 
Indian nationals, However, this policy is 
being flexibly administered. The Govern- 
ment of India would also insist on Indian 
nationals’ participating in the management 
of such company under its policy of Indiani- 
zation of the management of Indian com- 
panies. This may not be difficult to comply 
with for many American companies which 
already have trusted and loyal Indian execu- 
tives and technicians in their employ in 
India. 

Similar difficulty would not be encoun- 
tered under the foreign tax credit with 
respect to licensing in India. It would seem 
clear under Section 862(a)(4) of the Code 
that income from licensing in India would 
be considered income from sources within 
India, and the tax thereon would be creditable 
regardless of the various possibilities of 
liability under the Indian Income-tax Act 
discussed above. 


Due consideration must, therefore, be 
given to the interaction of the Indian and 
United States tax laws in order to minimize 
the tax cost of doing business in India. 
Merely minimizing the Indian tax may not 
result in the lowest tax cost. It is im- 
possible, however, to formulate any general 
rule in this connection for American busi- 
ness as each case involves different cate- 
gories of income and different commercial 
considerations of doing business in India. 
It would appear, though, to be a profitable 
exercise to calculate the different tax costs 
of the various ways of doing business in 
India which are compatible with the com- 
mercial considerations of the business before 
settling on the best business organization 
for the purpose. [The End] 


Since there is no tax treaty in operation as in 
the case of the United Kingdom, the decision 
in the Biddle case would probably apply in the 
unlikely case of an individual or partnership 
doing business in India through an Indian 
company. 

% Finance Act, 1956, First Schedule, Part II, 
Sec. D; Income-tax (Amendment) Act, 1956. 
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Atate Tax 


Reported here, by regions, are news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 
ation. The department's scope includes the following types of taxes: 
income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 


motor-vehicle registration fees. 


Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Atlantic States 


Income taxes.—The States of Maryland 
and New Hampshire have passed new laws 
affecting income taxation. Maryland has 
enacted a reciprocal income tax credit to be 
applicable to tax years after 1956. Taxes 
will not be due from nonresidents, nor will 
their employers be required to withhold, if 
they live in states which tax the same in- 
come and grant reciprocal exemptions to 
Maryland residents earning income there. 
Chapter 59, approved February 13. A re- 
cent New Hampshire law euactment ex- 
tends the time for correcting assessments 
of taxes on interest and dividend income 
from two to six years. Chapter 4, approved 
February 6. Affecting the above law in 
New Hampshire, but not income taxation 
as such, is Chapter 12, itself effective Feb- 
ruary 15, which stipulates that, unless 
otherwise provided, new laws will become 
effective on the sixtieth day following pas- 
sage, excluding the date on which signed by 
the governor or the last date on which 
the general court acts on the matter. 
Previously, all regular sessions laws became 
effective in New Hampshire on May 15 of 
the year of enactment. 


Property taxes——Maryland has updated 
its real property tax exemption previously 
granted for Civil War memorials and com- 
memorative parks. The exemption is 
broadened to include any memorials for 
persons who fought in the armed services 
of the United States. Chapter 30, approved 
February 1, effective June 1, 1957. 


Vermont has also broadened its real 
property tax exemption. The exemption is 
granted to posts of all veterans’ organiza- 
tions chartered by Congress, and to corpo- 
rations the sole purpose of which is to hold 
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real estate for the posts. S. B. 23, approved 
February 14. 


Sales and gross receipts taxes.—Inter- 
mediate manufacturers frequently purchase 
tools, machinery or equipment (for ex- 
ample, dies, molds and patterns) which are 
used on a specific job for a specific cus- 
tomer, having an agreement with the cus- 
tomer that the specially purchased equipment 
is to be bought by the customer either be- 
fore the job is commenced or after it is 
completed. The State of Maryland had 
evidently been collecting a sales tax at both 
ends of the transaction: when the inter- 
mediate manufacturer (in the instant case 
a foundry) purchased a pattern and when 
he later resold it at a profit to the manu- 
facturer for whom he used it in making 
castings. The foundry took its problem to 
court, contesting the right of the state to 
collect the tax on its original purchase of 
the pattern. The Maryland Court of Ap- 
peals decided for the foundry in Baltimore 
Foundry & Machine Corporation v. Comp- 
troller, December 6, 1956. Now, a new law 
in Maryland, Chapter 3, effective June 1, 
1957, changes the effect of the court de- 
cision. It makes the Jaw applicable to the 
original purchase of the tools, machinery or 
equipment, even though the person using 
such property intends to, or does, transfer 
title to it either before or after his use of 
it. But if the purchaser is obliged, in writ- 
ing, to transfer title to the purchased goods, 
either at cost or at a profit, to the person 
for whom he manufactures goods or per- 
forms work, the resale is not taxable. The 
law is made retroactive to July 1, 1947, but 
violations under the act occurring prior to 
its passage are not subject to criminal suits 
or penalties. Certain exempt sales are not 
affected by the new law. 
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Motor vehicle taxes.—Motor vehicle per- 
mit and registration fees in Maryland will 
not be hiked in the future. Chapter 93, 
passed over the governor’s veto on Febru- 
ary 28, rescinds Chapter 442, Acts 1955, 
which would have substantially increased 
such fees but which has been held in abey- 
ance through postponing legislation since 
its passage. The last of such postponing 
legislation was Chapter 48, Laws 1957, 
which was approved on February 13. A 
second Maryland law increases from 20,000 
to 25,000 pounds the maximum gross weight 
limit on vehicles entitled to the special $20 
registration fee as farm trucks. This new 
law, Chapter 66, approved February 13, is 
effective June 1, 1957. 

New Hampshire’s H. B. 39, which was 
approved February 14, requires motorists to 
show proof that they have paid the previ- 
ous year’s poll tax before they can be issued 
motor vehicle registrations and operators’ 
licenses. 

New York City’s newly passed repeal of 
its use tax on automobiles is made con- 
ditional upon the state legislature’s passing 
of a measure granting to counties in New 
York City a share of motor vehicle regis- 
tration fees. The conditional law is Bill 
No. 688, passed by the Board of Estimate. 


Midwestern States 


Income taxes.—A North Dakota bill, 
H. B. 714, which has passed the House, 
provides that a taxpayer who has deducted 
an allowance for depletion from gross income 
with respect to considerations received from 
rights granted in mineral property must 
restore the depletion deduction in the year 
the rights under the grant are terminated 
if no production occurs during the term of 
the grant. The restoration of the deduction 
is limited to the extent of the income tax 
advantage received by the taxpayer. 


Property taxes.—Effective February 5, 
an aggrieved taxpayer in South Dakota may 
secure a review of his real and personal 
property assessment for 1956 by the board 
of county commissioners. If found to be 
set above the property’s true and full 
value, the assessment will be changed and 
certified for correction in the county tax 
rolls. H. B. 524, approved February 5, 
1957. Taxpayers paying 1956 taxes are 
deemed to have paid them under protest, 
even though notice of protest is not given; 
recovery action must begin within 60 days 
from either the date of payment or Febru- 
ary 5, 1957, whichever is longer. H. B. 507, 
approved February 5, 1957. 


State Tax News 


Gasoline taxes.—-A new Kansas law per- 
mits the filing of motor fuel tax refund 
claims supported by paid invoices, re- 
gardless of the six-month limitation on the 
submission of such invoices. The state di- 
rector of revenue is authorized to accept 
such claims until September 30, 1957. Chap- 
ter 2, approved February 19. 


Motor vehicle taxes.—After July 1, 1957, 
South Dakota will collect a compensation 
fee of $22.50 for the operation of motor 
carriers having a gross weight of three tons 
or less. H. B. 598, approved February 18, 
1957. Also effective July 1 in South Dakota 
is a new law raising the fee for duplicate 
certificates of title or registration, where the 
original is lost, from $1 to $2. H. B. 600, 
approved February 18, 1957. 


Pacific States 


Property taxes.—Overruling an opinion 
of the California Attorney General, A. B. 
596, which was noted in this department 
last month, was approved by the governor 
on February 4. The law excludes inter- 
corporation debts between parent and sub- 
sidiary corporations, wholly or partly owned, 
and between subsidiaries of the same parent 
from the definition of “solvent credits” sub- 
ject to the general property tax. Another 
new California law provides that hospitals’ 
exemptions from 1956 taxes will be rein- 
stated as soon as they reassure the state 
that they are not plotting sedition. A. B. 
5, approved February 4. Similar reinstate- 
ment of churches’ exemptions is made by 
Chapter 4, approved January 31. 


Idaho has extended its grant of reduced 
tax assessments on the property of electric 
public utilities to include cooperatives or- 
ganized the Rural Electrification Adminis- 
tration Act and other companies distributing 
electrical power. Chapter 67, effective 60 
days after adjournment. 


Washington will refund all taxes paid un- 
der the invalid property tax law, Chapter 
253, Laws 1955, whether paid under pro- 
test or not. The refunds will include 6 
per cent interest. Chapter 6, approved 
January 29. 


Excise taxes.—Idaho has raised its taxes 
on hops and prunes. Subject to the ap- 
proval of growers, by referendum, the 
Idaho Hop Growers’ Commission may fix 
an additional tax, not to exceed $1.80 per 
bale of hops, which will be levied in ad- 
dition to the initial tax of 20 cents per bale. 
Chapter 12, effective February 6, 1957. The 
rate of tax on prunes is changed from four 
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cents to five cents per bushel, and from 
$17 per carload'to 8.5 cents per 100 pounds 
in any other containers. Chapter 91, ap- 
proved February 28. 


Gasoline taxes.—The time for filing ap- 
plications for reimbursements and repay- 
ments of motor fuels taxes in Idaho is 
extended from 180 to 270 days from the 
time of purchase. Chapter 42, effective 60 
days after adjournment. 


Motor vehicle taxes.—Due dates for the 
quarterly reports required from Idaho 
owners whose motor vehicles weigh more 
than 24,000 pounds have been changed from 
April 20 to April 25, and the same date of 
each third calendar month thereafter. Chap- 
ter 20, effective 60 days after adjournment. 

Another Idaho law, Chapter 7, effective 
February 2, 1957, provides that manu- 
facturers and dealers, in lieu of registration 
of each vehicle, need obtain only one li- 
cense plate, instead of two, which shall be 
attached to the rear of the vehicle. A third 
new Idaho law provides for the obtaining 
by licensed amateur radio operators of 
license plates bearing their official call 
letters upon the payment of am initial $5 
additional fee and $3 each year thereafter. 
S. B. 42, effective February 15, 1957. 


Southern States 


Income taxes.—Individual Arkansas tax- 
payers, in computing income taxes for tax- 
able years beginning on or after January 1, 
1957, will deduct credits from taxes in 
lieu of the former personal exemptions. The 
tax credit schedule is as follows: $17.50 for 
single individuals and fiduciaries; $35 for a 
head of family or married individual living 
with husband or wife; and $6 for each de- 
pendent. Act 20, approved and effective 
February 7, 1957. 


Property taxes.—Georgia H. Res. 66, ap- 
proved February 20 (Chapter 20), provides 
for the submission to voters of a consti- 
tutional amendment that would grant a 
$10,000 homestead exemption to disabled 
veterans who are citizens and residents of 
Georgia. 


Sales and gross receipts taxes.—The 
Georgia Legisature has ratified the gov- 
ernor’s executive order suspending the sales 
and use tax on religious publications. 
H. B. 184. , 


Franchise taxes.—The due date for filing 
returns and paying the franchise tax by 
domestic Georgia corporations has been 
changed. Chapter 110, approved February 
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26, makes April 15 the due date for making 
the return and paying the license and oc- 
cupation tax for corporations in existence 
on January 1. The return was formerly 
due January 1 and the tax payable March 
30. Businesses incorporating after January 
1 must file returns and pay taxes on the 
fifteenth day of the fourth month after 
incorporation, counting the month of in- 
corporation. This replaces the former 90- 
day limitation. 


Motor vehicle taxes.—The driver’s license 
fee is raised in Arkansas from $1 to $2; 
the $1.50 penalty for driving without a 
license is also doubled, to $3. Act 24, effec- 
tive February 8, 1957. 


West Virginia has exempted itself, its 
political subdivisions and any volunteer fire 
departments from the 2 per cent titling tax 
and the additional $1 charge for certificate 
of title. S. B. 46, effective May 6, 1957. 


Western States 


Property taxes.—Utah has enacted a “free 
port” law. S. B. 21, approved March 1, 
states that tangible property, whether or 
not moving in interstate commerce on 
through rates, is not subject to taxation if 
not detained more than nine months even 
though held for assembly, manufacturing, 
processing or fabricating purposes. Both 
Utah Houses have approved H. B. 17, which 
provides for the advising and directing of 
county treasurers and assessors by the 
state tax commission and for the holding 
of district or state conventions of county 
assessors. 


Sales and gross receipts taxes.— Montana 
has repealed, effective April 1, 1957, the 
1.25 per cent tax rate on the gross pro- 
ceeds from moving picture theatre admis- 
sions in excess of $20,000 per quarter year. 


H. B, 35. 


Excise taxes.—Cigarette taxes are raised 
in Montana and Wyoming. Montana’s 
governor approved an increase from four 
cents to five cents per pack contained in 
H. B. 3, effective February 26, 1957. In 
Wyoming, the governor approved H. B. 117, 
raising the tax on smokes from two cents 
to three cents per pack, effective July 1, 
1957. 


Motor vehicle taxes.—The Colorado gov- 
ernor has vetoed H. B. 40, which would 
have moved back the motor vehicle regis- 
tration date from December 31 to March 31 
and the renewal date from January 1 to 
April 1. 
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This department reports on developing tax law in Canada describing 
administrative rulings, legislative action, court decisions and pertinent 
speeches. Highlighted this month are the following topics: Quebec tax 


hike on corporate income . 
deduction 


Quebec Corporation Tax Rate Up— 
Coverage Expanded 


The Quebec rate of tax on corporate 
income will increase from 7 per cent to 
9 per cent, effective January 1, 1957, if 
government bill (No. 44) receives Royal 
Assent. 

The proposed enactment also extends the 
scope of the tax on corporate income to 
include banks, insurance companies, tram- 
ways and railways—these classes of cor- 
porations were formerly excluded. The new 
legislation will also further affect extrapro- 
vincial companies—the tax on income will 
apply to all new companies establishing 
offices in Quebec whether the office estab- 
lished is a head office or not. 


The banks do get some mitigation, how- 
ever, despite the new levy on corporate 
income. The paid-up capital tax on these 
institutions is cut in half and the place-of- 
business tax is reduced substantially—from 
$3,000 for Quebec City and Montreal offices 
and $200 for all other offices to $50 and 
$25, respectively. 


Insurance premium tax legislation is 
amended to include premiums payable as 
well as premiums paid. 


Pied Piper Has a Drab Trip 


A modern Pied Piper took a trip to Eng- 
land with one of his employees to study 
the method used in that country for the 


control and eradication of rats. He de- 
ducted the cost of this trip on the grounds 
that the expense was incurred for the pur- 
pose of producing income from his business 
as a commercial exterminator. The Minister 
disallowed the deduction. The income tax 
appeal board placed no belief in the Hamelin 
myth, threw caution to the winds and 
backed the Minister. The circumstances 
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. . Extermination of exterminator's claimed 
. . . Odd twist in determining tax installment’s deficiency. 


surrounding the case are interesting enough 
to be retold. Prior to 1951 there were no 
rats in Alberta and of course an exterminator 
trained there in that era would have no 
knowledge of rats and their habits or their 
control and eradication. By 1951, however, 
the “oil province” was faced with a rodent 
invasion. The mighty hordes of rats had 
successfully traversed Saskatchewan and 
were hurling their strength against the 
border defenses set up by the Alberta 
Government. The taxpayer, in this case, 
was professionally interested in the battle 
of the rats and was aware of his shortcom- 
ings (he had no actual rat experience nor 
was he familiar with the use of modern 
rodenticides). To improve his knowledge 
(in his chosen field), he took a trip to 
England, taking along one of his assistants. 
In the old country they studied rat control 
and observed the methods used by rat 
catchers backed by hundreds of years’ ex- 
perience and tradition —Birch v. Minister of 
National Revenue, 57 DTC 18. 


Taxable Income 


The law allows a corporation to base 
its tax-paid-in-advance installment either on 
its previous year’s taxable income or on an 
estimate of the current year’s taxable in- 
come. Here is an odd twist. A rather large 
corporation made payments based upon its 
previous year’s income. When the Minister 
come to the examination of the income of 
that year, he increased it considerably. 


This resulted in a deficiency in the tax- 
payer’s installments. Interest was charged 
on this deficiency because the law requires 
that the installment payments be based 
upon taxable income. Taxable income is 
not that which is necessarily declared by 
the taxpayer.—384 v. Minister of Nationai 
Revenue, 57 DTC 67. 

(Continued on page 328) 
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X= Wire 
This department lists meetings of in- 
terest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
NATA sets meeting date in June... 
Inflation causes industry to recon- 
sider current price amortization . . . 
Tight-money situation analyzed . . . 
Shift in federal debt holdings from 
banks to government accounts re- 
ported and discussed. 


Meeting of Tax Men 


National Association of Tax Administra- 
tors.—The twenty-fifth annual meeting of 
the National Association of Tax Adminis- 
trators will be held at the Poland Spring 
House, South Poland, Maine, June 2-5. 


Effects of Inflation 


The significance of inflation to the aver- 
age individual can be stated in two ways: 
He pays more for the goods he buys or his 
dollar buys less than it used to buy. 


The significance of inflation to industry 
corresponds with the significance it has to 
the man on the street, but it includes other 
side portents, 


One of these is in the tax sphere, and 
it results from industry’s necessity to re- 
place equipment and plant as they become 
obsolete or wear out. 


When industry purchases new plant and 
equipment, it begins immediately to set 
aside an amount each year to amortize the 
cost of this equipment so as to theoretically 
replace the purchases at the end of the 
amortization period. However, in an infla- 
tionary economy, current costs of similar 
plant and equipment become more expensive 
than the original cost of the equipment 
being amortized. 


The manufacturer, in calculating his tax- 
able income, can deduct from his gross in- 
come the amount he has set aside to amortize 
his equipment. But his annual replacement 
cost, if figured in terms of current prices 
for similar equipment, is much higher. When 
the time comes for replacing the equipment, 
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the reserves accumulated under the amorti- 
zation program will be insufficient to make 
the replacement and the manufacturer will 
be forced into the money market to borrow, 
not to increase his productivity, but merely 
to keep himself at the same productive ca- 
pacity as before. In a very real sense, he 
has been consuming capital which he has 
not been able to replace from income; and 
he has been paying an income tax on the 
amount thus consumed since the tax laws 
do not permit him to deduct it. 


A recent publication of the Machinery & 
Allied Products Institute, “Capital Goods 
Review No. 29: Underdepreciation from 
Inflation,” brings up to date the measure- 
ment of this tax on capital consumption. 
It states: “American industry will pay in- 
come tax this year on something like $6 
billion of capital consumption. This is a 
curious state of affairs in a country as de- 
voted as this one to the idea of progress, 
economic expansion, and rising standards of 
living. For the taxation of capital consump- 
tion as income is not only inequitable, it has 
one certain effect: the retardation of pro- 
gress through curtailment of the funds availa- 
ble to industry for capital investment. Under 
present conditions historical-cost tax deprecia- 
tion is a “built-in decelerator of progress.” 


The study notes that management interests 
in the underdepreciation problem is particu- 
larly marked in industries which constructed 
facilities under certificates of necessity granted 
during and immediately after the Korean 
affair. “The decline of capital-recovery de- 
ductions accompanying the completion of 
amortization on these facilities (a decline 
already under way and destined to proceed 
rapidly hereafter) will entail a sharp in- 
crease of income tax liabilities and a cor- 
responding decrease of internally-generated 
capital funds. The impending exhaustion of 
amortization can present an acute problem 
for such industries, especially when they are 
confronted by heavy capital expenditure 
requirements.” 


This problem was not earlier foreseen or 
taken into account because management 
thought in 1947-1949 that the stiff wartime 
and postwar inflation had about run its 
course, and the illusion existed that if noth- 
ing were done about the underdepreciation 
problem it would gradually shrink and dis- 
appear, the MAPI review points out. Charts 
and accompanying description show how 
wrong this assumption was. 


In the words of the pamphlet: “This 
problem cannot be waved aside. It is not 
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going away. On the contrary, the deficiency 
of historical-cost depreciation is greater today 
than ever.” 


The pamphlet discussed may be obtained 
from the Machinery and Allied Products 
Institute, 1200 Eighteenth Street, N. W., 
Washington, D. C. The price is 25 cents. 


Inflation leads to “tight money” problem. 
—When the manufacturer, whose reserves 
for replacement of equipment are insufficient, 
goes into the money market for additional 
capital, he does not find himself alone. He 
is joined by others, like himself, who need 
added capital for replacements and by those 
who want money for further expansion. He 
runs square into the law of supply and de- 
mand, More money is wanted than is avail- 
able. A “tight money” situation evolves and 
interest rates rise as competitors bid for the 
use of the available money supply. 


What are the factors lying behind the pres- 
ent demand-supply situation for money? Sup- 
plemental views of Representatives Thomas 
B. Curtis and Clarence E. Kilburn, presented 
in the Report of the Joint Economic Com- 
mittee on the January 1957 Economic Re- 
port of the President (House Report No. 
175), analyze the situation as follows: 


“Several factors lie behind the increased 
demand for capital investment. (1) The in- 
creasing population. (2) The increasing pro- 
ductivity which requires an increasing amount 
of capital investment in machinery. Estimates 
were made before our Tax Policy Subcom- 
mittee in its hearings in December 1955 that 
it required an average of $14,000 of capital 
investment to employ one man in the United 
States today. Undoubtedly that investment 
figure rises as productivity (automation) in- 
creases. (3) The increasing living standards 
of our people (increased supply of consumer 
dollars). (4) The effects of inflation on 
replacement of capital plant and equipment. 
Under our tax laws depreciation is limited 
to the cost of the capital item. Most of the 
United States production plant is on the 
books at the 1940 dollar cost. After 10 years 
of inflation the capital items are being re- 
placed at a growing rate. The replacements 
even for identical items require twice the 
dollar reserves set aside for replacement. 
So, just to stand still, let alone move ahead, 
in capital plant, we need additional invest- 
ment dollars. (5) The high level of Federal 
Government’s expenditures. 


“Several factors lie behind the lower rate 
of increase of the investment dollars availa- 
ble to meet the higher rate of increase of 
demand. (1) The high rate of Federal taxa- 
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tion which takes away potential savings. 
(2) The emphasis in the Federal tax struc- 
ture on the taxation of the investment dol- 
lar as opposed to the consumer dollar. 
(3) The psychology of the people toward 
saving, as it is affected by Government fiscal 
and expenditure policies. (4) The various 
channels available to the investment dollar 
as affected by inflation and by our Federal 
tax structure. To illustrate, inflation, as a 
form of taxation, cut into savings channeled 
into investments with the fixed dollar sign 
such as savings accounts, bonds, notes, etc. 
Yet these forms of investment are given 
great preference over equity investment by 
our tax structure if the equity investor must 
realize a yearly increment on his investment. 
But the same tax structure gives a great 
preference to equity investment over fixed 
investment if the investor does not need 
yearly income; and even a greater preference 
to an investor who is content to pass his 
wealth on to his heirs. Our tax structure, 
in fact, encourages this preferred type of 
investor to desire to limit the availability 
of equity investment. (In simple words, our 
tax structure is a great deterrent to savings 
and capital accumulation and particularly 
to new equity investment.) (5) Our tax 
structure is a deterrent upon corporate sav- 
ings, particularly on small corporations and 
small businesses not operating under the 
corporate form of doing business.” 


Inflation puts squeeze on local govern- 
ment.—Representatives Curtis and Kilburn, in 
the joint committee’s report, also discuss 
the squeeze that inflation puts upon school 
districts and other local taxing authorities. 
Getting the bulk of their revenues from real 
estate taxes based on assessments made 
before 1945—before inflation—the local au- 
thorities are acquiring their money in terms 
of the preinflated dollar but spending it in 
terms of the inflated dollar. Raising the tax 
rate is no cure since it only increases the 
unfairness to property coming on the tax 
rolls after 1945 at the inflated dollar price. 
The answer is the reassessment of real 
estate. The representatives point out that 
while this is a difficult mechanical job, it 
is an even more difficult political job. 


It is possible that the manufacturing 
concern that would like to value its plant 
and equipment at current prices for pur- 
poses of amortization would object strongly 
to such valuation by a local authority for 
property tax purposes. 


The above discussion points up why the 
federal government is able to ride the crest 
of an inflationary wave while local govern- 
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ments are often swamped by it. The fed- 
eral government’s tax base is usually on 
income or costs. As these go up, so does 
the government’s income, even without an 
advance in tax rates. Local governments, 
on the other hand, with their tax bases 
relatively fixed, find themselves struggling 
somewhere beneath the surface of the infla- 
tionary wave. 


To bring local governments somewhat closer 
to the surface of the wave, some states have 
passed laws permitting local taxing authori- 
ties to levy income taxes, thereby gearing 
their tax bases somewhat more closely to 
economic ups and downs. Sales taxes, to 
an extent, also serve this purpose, since 
with prices higher during an inflationary 
period, more taxes pour into the taxing au- 
thorities’ coffers. 


Federal Debt Holdings Shift 
from Banks to Government Accounts 


The total gross public debt of the federal 
government as of January 31, 1957, was 
$276.2 billion. Of this amount, $275.9 billion 
was subject to the debt limitation of $278 
billion. The $276.2 billion of gross debt was 
somewhat below the corresponding figure 
of $280.8 billion at the end of 1955, but also 
somewhat above the figure of $272.8 billion 
as of June 30, 1956. 

The Institute of Life Insurance has re- 
ported that there has been a considerable 
shifting of the ownership of the public debt, 
with the federal government taking over a 
larger part of the burden through the social 
security trust funds and other investment 
accounts it controls. While individuals con- 


tinue to hold the largest share of the public 
debt, the federal government has been clos- 
ing in rapidly on commercial banks as the 
second-place holder. 


Commercial banks, which held $69.2 bil- 
lion of the public debt at the end of 1954, 
held only $62 billion at the end of 1955 and 
dropped their holdings further to $57.1 bil- 
lion as of June 30, 1956. Federal govern- 
ment accounts, on the other hand, which 
held $49.6 billion of the debt at the end of 
1954, increased their holdings to $51.7 billion 
at the end of 1955 and to $53.5 billion at 
mid-1956, 


The substantial elements creating this shift, 
according to the ILI, are the “tight money” 
situation and the lag in personal savings in 
relation to the country’s growing capital 
requirements, necessitating increased use of 
bank credit. In order to meet demands 
for their funds, banks have been forced to 
liquidate some of their holdings of fed- 
eral securities. 


The following table shows the trend of 
the public debt and its ownership by’ the 
three principal holders over the last 15 
years (in billions of dollars): 


Endof Gross Individ- Comm’l Gov't 
Year Debt uals Banks Acc’ts 
1941 .. $64.3 $136 $214 $96 
1945 .. 278.7 64.1 90.8 27.0 
1947 .. 257.0 65.6 68.7 34.4 
1950 .. 256.7 66.3 61.8 39.2 
1952 .. 267.4 65.2 63.4 45.9 
1954 .. 2788 63.1 69.2 49.6 
1955 .. 280.8 64.9 62.0 51.7 
6-30-56. 272.8 66.7 57.1 53.5 
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No Tax on This Profit 


From the viewpoint of United States 
laws, the following is a rather interesting 
decision. The appellant was the president 
of a furniture company which worked in 
close cooperation with a lumber company 
and a saw mill. Each of these companies 
was controlled by a brother of the appellant. 
The three brothers laid plans to merge 
their respective businesses. As a result of 
these plans, the brother in the furniture 
business bought land for a site for a factory 
which would combine the three businesses. 
The merger plan of the brothers failed to 
materialize, and the appellant found himself 
overextended financially as a result of the 
purchase of the land. So he sold some of 
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the lots. Again, a year later, he sold more 
lots—enough to keep him solvent. Finally, 
three years after the purchase, no merger 
having taken place, he sold the remainder 
of the land. 


The appellant was not held taxable on the 
profit he realized on the sale of the lots 
because “ intention was not enough 
of itself, a test of whether the profits he 
made were subject to tax. The appellant’s 
whole course of conduct was not that of a 
taxpayer who had engaged in the real estate 
business for the purpose of realizing a profit 
or in an adventure in the nature of trade. 
He acted as he did because of circumstances 
beyond his control.”—Grenier v. Minister of 
National Revenue, 57 DTC 11. 
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Staff-prepared reviews of recent 


books and other publications of 
general interest to the tax man. 


Dictionary 

American Business Dictionary. Harold 
Lazarus. Philosophical Library, Inc., 15 
East 40th Street, New York, New York. 
1957. 522 pages. $10. 


This book is designed to serve as a refer- 
ence in the following areas of business: 
accounting, advertising, banking, business 
law, business economics, credit and collec- 
tions, data processing, finance, government 
regulations, industrial engineering, indus- 
trial psychology, insurance, labor relations, 
management, marketing, market research, 
personnel administration, power, production, 
public relations, real estate, retailing, statistics, 
stocks and bonds, taxation, transportation 
and wholesaling. If you knew the defini- 
tions of the business terms defined in this 
book, you would probably have a good 
chance at the $64,000 Question, but you 
could be stumped if you were asked to 
define “absenteeism,” “antitrust” and “whip- 
sawing.” Some authorities might quarrel 
over the definitions of “corporate profits 
before tax” and “corporate income tax.” 


An Airedale is defined as “An aristocratic 
Wall Street gentleman.” A “pig” is an ingot 
of metal, etc. For “dog,” see the term “cats 
and dogs” which are defined as “highly 
speculative low-priced issues.” The dic- 
tionary doesn’t say issues of what, but the 
reader should know that it refers to stock 
of corporations. 


Puerto Rico's Industrial Boom 


Industrial Tax-Exemption in Puerto Rico. 
Milton C. Taylor. The University of Wis- 
consin Press, 811 State Street, Madison, 
Wisconsin. 1957. 172 pages. $3.50. 


There are two sides to the coin of tax 
exemption as an inducement to industry. 
The practice has come in for some con- 
siderable criticism—nay, vehement condemna- 
tion. However, it has proved a boon to the 
economy of the jurisdiction offering indus- 
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trial tax exemption and this is the story 
told by the author on Puerto Rico. 


This Lilliput of the Carribbean has a 
mere 3,435 square miles of land. It is 
one twelfth the size of Cuba, one fourteenth 
the size of New York and one seventy- 
seventh the size of Texas. It measures 100 
miles by 35 miles. 


The Commonwealth of Puerto Rico has 
lifted itself up by the bootstraps during the 
past ten years above the level of almost 
universal poverty. This recovery is prin- 
cipally attributable to an embryonic indus- 
trial revolution in the form of an influx of 
manufacturing firms from the mainland of 
the United States. 


Industrial tax exemption has been given 
most of the credit on the island for this 
movement of capital and entrepreneurship 
from the mainland. This is the conclusion 
of the developmental agencies, nearly every 
public administrator, most social scientists, 
and even, apparently, the taxpaying public. 
As a result, tax exemption has been pub- 
licized more than any other lure and is 
even looked upon as the open sesame that 
will guarantee an industrial future. 


The critics of tax exemption have de- 
veloped a substantial case to support their 
position. And even in those instances in 
which tax exemption is acknowledged to 
have some effectiveness in attracting indus- 
try, the device is often criticized as a crude 
instrument of social control. It is said that 
a tax subsidy tends to attract hobo indus- 
tries that are likely to cost more through 
the provision of governmental services dur- 
ing their temporary stay than is gained by 
a real contribution to a community. Ex- 
emptions are also claimed to be often too 
inclusive in terms of scope and duration, 
with the result that the minimum subsidy 
necessary to insure the desired stimulus is 
generally exceeded. 


Then, tax exemption has been accused 
of being destructive of sound principles of 
taxation. Equity features have been em- 
phasized in the criticism that new enter- 
prise is subsidized at the expense of earlier- 
developed business, and this undermines the 
“root concept of equal rights for all and 
special privileges for none.” It has been 
noted that exemptions result in a narrowing 
of the tax base, with consequent difficulties 
in maintaining adequacy of governmental 
revenue. Tax subsidies have also been 
scored because of technical difficulties of 
tax administration and on the grounds that 
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they constitute government support without 
control. 


Notwithstanding this array of objections, 
however, tax exemption appears to be viewed 
in Puerto Rico as the principal stimulus 
behind the new industrial development on 
the island. There appears to be little appre- 
ciation, moreover, of the reputation of tax 
exemption as a perverse, inequitable, and 
even unethical device. How tax exemption 
can be so universally maligned in public 
finance literature and yet at the same time 
ride the crest of congenial public support 
and political favor in a particular area sug- 
gests the raison d’étre for Mr. Taylor’s com- 
prehensive inquiry into the industrial tax- 
exemption program in Puerto Rico. 


Mr. Taylor undertook this study after 
two years’ residence in Puerto Rico as a 
lecturer in public finance at the University 
of Puerto Rico (1951-1952) and as consult- 
ant and director of the Office of Research 
and Statistics, Department of the Treasury, 
San Juan, Puerto Rico (1952-1953). A 
graduate of the University of British Colum- 
bia, with a Ph.D. from the University of 
Wisconsin, he taught at Marquette Uni- 
versity and the University of Wisconsin and 
is now on the staff of the Department of 
Economics and Highway Traffic Safety 
Center, Michigan State University. 


Although industrial tax exemption in Puerto 
Rico is quite different from that on the 
mainland of the United States, yet in its 
possible effect it is dissimilar to similar 
devices that are used at the present time in 
other underdeveloped areas. Puerto Rico is 
the only area in the world that has the 
singular advantage of being within the tariff 
area of the mainland of the United States 
but not subject to federal taxes. The effect 
of tax exemption in Puerto Rico differs 
from that in Mexico, therefore, because 
there are no barriers to the free movement 
of people, goods, or money between Puerto 
Rico and the mainland of the United States. 
The effect would also be different in an 
area like Hawaii or Alaska, which are both 
subject to the United States income tax law. 
Puerto Rico, in other words, is a unique tax- 
exemption case; it is the only area within 
the United States’ economic and political 
complex in which it is possible for mainland 
entrepreneurs to obtain a virtually complete 
tax holiday for a limited period of time. 


Important findings of the author are as 
follows: (1) Subsidies should be either an 
effective inducement in attracting industry 
or they should alleviate difficulties in the 
early stages of operating a business. (2) 
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Subsidfes should be selective and flexible 
in order that the minimum amount is given 
to obtain the desired objective. (3) There 
is a presumption in favor of temporary 
subsidies. (4) Direct subsidies are generally 
preferable to indirect. (5) Subsidies should 
be available on a fair, equitable and im- 
partial basis. (6) Subsidies should not re- 
sult in an excessive burden on _ public 
administration. (7) Subsidies should be chosen 
in such a way that they do not derogate 
from the ultimate realization of gains by 
the whole of the population. (8) Subsidies 
should not be based on the expediency of 
promoting one country over another. 


Text on the Corporation 


Corporate Finance. E. F. Donaldson. The 
Ronald Press Company, 15 East 26th Street, 
New York 10, New York. 1957. 876 pages. 
$7.50. 

This book is a college book on the subject 
of corporation business finance, and the 
author has made a special point to incor- 
porate a background of the best current 
legal and accounting thought relating to 
the financial policies of corporations. It is 
not a law book on corporate finance, but 
it is a useful general text, that is, aside 
from its use in college courses. Therefore, 
if your library does not have a general book 
on this subject, this is a good one to 
acquire. 

The book is divided into parts: Forms of 
Business Organizations ; Corporate Securities ; 
Promotion and Financing Through Secu- 
rities; Working Capital; Administration of 
Income; Expansion and Combination and Re- 
adjustment, Reorganization, Receivership and 
Dissolution. 


Questions on Social Security 


Social Security and Public Policy. Eveline 
M. Burns. McGraw-Hill Book Company, 
Inc., 330 West 42nd Street, New York 36, 
New York. 1956. 291 pages. $5.50. 


This book poses four major groups of 
questions which must be answered in every 
social security system: (1) decisions affect- 
ing the types of benefits and the conditions 
under which they are to be available; (2) 
decisions as to the risks for which social 
responsibility will be accepted; (3) decisions 
about the method of financing the programs 
(types of taxes to be selected; allocation of 
financial responsibilities as between central 
and local governments; distribution of the 
costs over time, etc.) ; (4) decisions regarding 
the structure and character of administration. 
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This department consists of staff- 
prepared digests and comments on 
articles that have been published in 
other periodicals. Sources of this 
month's reviews are the Banking Law 
Journal, Southern California Law Re- 
view and Insurance Counsel Journal. 


Bank Bad Debt Reserves 


This is a review of “Bad Debt Reserve 
Methods for Banks,’ by Weston Vernon, Jr., 
and Howard A. Bolton, which appeared in 
the September, 1956 Banking Law Journal. 
The authors are attorneys in New York City. 


The testing by bankers of two approved 
methods for computing annual additions to 
bad debt reserves for tax purposes (the 
“moving average” method made available 
in 1947 by Mim. 6209 and the “alternative” 
method authorized in 1954 by Rev. Rul. 
54-148) has resulted in current seeking of 
modifications which would increase allow- 
able deductions from gross income for an- 
nual reserve additions, according to this 
article. Among the suggestions are those 
that the ceiling on accumulated reserves be 
increased and that commercial banks be 
allowed the additional alternative of com- 
puting their reserve additions on the basis 
of an industry-wide loss experience per- 
centage. 


The article summarizes the history of the 
reserve method of deducting bad debts and 
synthesizes the rulings and cases relating to 
the two auxiliary bank bad debt reserve 
methods allowed by the Commissioner. It 
also discusses the bad debt reserve method 
provided by Section 593 of the Internal 
Revenue Code of 1954 for mutual savings 
banks and certain other mutual savings 
institutions. 


Prior to 1947, banks had available for the 
purpose of accounting for bad debts only 
the specific charge-off method and the gen- 
eral statutory reserve method. These methods 
are still open to them in Sections 166(a) 
and 166(c), respectively, of the 1954 Code. 
If the general statutory reserve method is 
selected by a bank free to make an election 
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by reason of not having previously elected 
a method of deducting bad debt losses, it 
will have to apply to that method the maxi- 
mum annual deduction and ceiling limita- 
tions of the moving “average method” set 
forth in Mim. 6209. 


The key to the application of either the 
“moving average” or the “alternative” method 
for determining bad debt reserves is the 
average loss experience factor. This is the 
percentage of net bad debt losses to out- 
standing loans over the appropriate loss 
experience period. In the case of the “mov- 
ing average” method, the loss experience 
period is a 20-year period ending with the 
close of the taxable year for which the 
reserve addition is computed. In the case 
of the “alternative” method, the loss ex- 
perience period is any 20 consecutive years 
of its existence since 1927. In the case of 
the former method, the loss experience 
factor fluctuates from year to year, whereas 
in the latter it remains constant. 


In both methods the annual addition to 
the reserves is determined by multiplying 
total loans outstanding at the end of the 
year by the loss experience factor. This 
annual addition, however, can be no more 
than the amount needed to bring a bank’s 
bad debt reserve up to the ceiling imposed 
on such reserves. The basic ceiling on 
bank bad debt reserves for any year is an 
amount equal to three times the product of 
the current loss factor and the amount of 
loans outstanding at the end of that year. 
As is pointed out in the article, the use of 
the individual methods described produce 
widely varying results in the tax-deductible 
amounts for particular years. 


In addition to describing the determina- 
tion of the annual reserve addition, the 
article discusses the scope of the term 
“loans”; methods of determining reserves 
for newly organized banks: and the effect 
upon such reserves of combinations, foreign 
tax credits and accounting entries for bad 
debt reserves. 


Primer and Protest 
on Multiple Accumulative Trusts 


This is a review of “Multiple Accumulative 
Trusts and Related Problems Under the In- 
come Tax,’ by John W. Ervin, which ap- 
peared in the July, 1956 Southern California 
Law Review. The author is a professor of 
law at the University of Southern California. 


A combination of a thorough description 
of the use and operation of multiple ac- 
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cumulative trusts and a protest against their 
sanction, this article states that after 40 
years of avoidance, “there is no legislation, 
regulation or decision on the real issue 
presented by multiple accumulative trusts, 
namely: ‘Why an unlimited number of 
trusts for a single beneficiary with no other 
reason than avoidance of the surtax should 
not be taxed as a single trust.’” 


The author says that the use of such 
trusts has meant the loss of millions, per- 
haps billions, of dollars in tax revenue. 


In the article, the author takes up the 
basic principles of tax law that led to the 
use of multiple accumulative trusts and 
studies their principal uses, limitations (both 
statutory and case) on their use, problems 
in their establishment, historical legislative 
attitudes on their use, the importance of the 
problem they present to the government, 
and the need for reform. The author pre- 
sents theories for both administrative and 
legislative solution of the problem. 


Pitfalls in drawing up a multiple ac- 
cumulative trust are exposed. The attorney 
is cautioned to carefully study Sections 
671 through 678 of the 1954 Code in order 
to keep the grantor from retaining any of 
the prescribed administrative or economic 
powers that would cause the income of the 
trusts to be taxed to him. Ways of com- 
plete or partial circumvention of the “five 
year throwback rule,” so as to prevent in- 
come taxation to the beneficiary upon dis- 
tribution, are described. Six drafting principles 
to clearly demonstrate an intent to create 
multiple trusts are presented. 


As a theory of administrative attack upon 
multiple accumulative attacks, the author 
proposes the requirement by the courts of 
consolidation of the income from the several 
trusts if there were no purpose for the 
multiplicity except tax avoidance. The 
“business purpose” doctrine in the corporate 
area could be used as analogical authority 
for such consolidation. 


Six tenative legislative solutions are ad- 
vanced. The problems connected with each 
lead the author to conclude that the draft- 
ing of a satisfactory and fair statute will 
challenge the ingenuity of any draftsman 
or staff. 


Tax Question 
in Negligence Damages 


This is a review of “What Relation to 
Negligence Defense Cases Has Federal In- 
come Tax Question, If Any?” by Ellis R. 
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Diehm, which appeared in the January, 1957 
Insurance Counsel Journal. Mr. Diehm is a 
Cleveland attorney. 


Since tax-free dollars are bigger and 
better than those that are not free, the 
author asks the question of whether it is 
possible for defense counsel to compel the 
courts to advise juries that damages awarded 
in personal injury actions are exempt from 
income taxation under the 1954 Code. The 
question particularly applies to damages 
which relate to compensation for future 
earnings. 


The author predicts that at some time in 
the future the courts will so advise juries. 
He wonders as to what course to follow to 
accelerate the approach of this development, 
suggesting that a recent English case may 
be the proper springboard from which to 
launch an attack. 


The only voice in this country to be 
heard sanctioning the taking into considera- 
tion by juries of the tax-free nature of 
personal injury damages is that of the 
Missouri Supreme Court in the 1952 case of 
Dempsey v. Thompson, 363 Mo. 339, 251 
S. W. (2d) 42, according to the article. 
Strongly countering the position of the 
Missouri court is the stance taken by the 
Illinois Supreme Court in Hall v. Chicago 
and Northwestern Railway Company, 5 IIl. 
(2d) 135, 125 N. E. (2d) 77 (1955). It 
seems that the Illinois court has much 
more company than the Missouri court, the 
position against jury consideration of the 
nontaxability of damages being also held by 
other state supreme courts and by a num- 
ber of federal circuit courts. 


The English case which the author views 
as possibily catalytic to a change in view 
is the House of Lords’ decision in British 
Transport Commission v. Gourley, (1956) 
A. C. 185, (1956) 2 W. L. R. 41. He recom- 
mends to his insurance counsel readers that 
they make a thorough study of the case. 
In the Gourley case, the House of Lords 
reduced an award of 37,720 English pounds, 
for loss of actual and prospective earnings, 
to the sum of 6,695 pounds, the amount of 
the original award that would have been 
realized after taxes had been paid. An in- 
teresting point in the Gourley decision is 
that Lord Tucker in a short concurring 
opinion reversed his own opinion in Billingham 
v. Hughes, (1949) 1 K. B. 643, a case fre- 
quently cited by American courts as sup- 
port for denying jury consideration of the 
tax status of damage awards. 
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WASHINGTON TAX TALK—Continued from page 246 


(13) Extend the carry-back of net losses 
from the present two years to five years. 


(14) Carry back and forward the unused 
surtax exemptions of corporations for a 
period of five years each way. 


(15) Tax as ordinary income the net 
gains on property used in trade or busi- 
ness, except in the case of compulsory or 
involuntary conversions, 


(16) Raise the annual limit for the offset 
of capital losses against ordinary income 


from $1,000 to $5,000. 


(17) With the adoption of averaging and 
an upward adjustment of the capital gains 
tax to approximate the tax on other sources 
of income, the annual limit on the offset of 
capital losses should be increased further to 
$10,000, and capital losses should be per- 
mitted to be carried back for five years 
as well as forward for five years. 


(18) Averaging for capital gains should 
be postponed uutil a general averaging 
system is adopted. In the meanwhile, a 
multiple holding period, with the percent- 
ages of gain taken into account falling by 
very fine steps as the holding period in- 
creases, should be adopted. 


(19) For corporations, no distinction should 
be made between short-term and long-term 
capital gains and losses. Both should be 
taxed as ordinary gains and losses, 


(20) When a general averaging system 
is adopted for individuals, the capital gains 
should be prorated over the period the 
assets were held, but not in excess of five 
years, and taxed as any other income under 
the general averaging system. In the mean- 
while, a multiple capital gains holding period 
should be adopted, with percentages of ex- 
clusion set sufficiently high to preclude the 
need for a special rate. 


(21) The basis rules for gifts, both for 
gains and losses, should be made applicable 
to the transfer of assets at death, with an 
adjustment for estate tax. 


(22) Liberalized depreciation should be 
extended to old assets, including machinery 
and equipment, plants and buildings, and 
residential rental buildings. 


(23) Exploration and development ex- 
penditures should be capitalized—not ex- 
pensed—and depletion should be allowed 


Washington Tax Talk 


for the cost of the property, including the 
capitalized intangible exploration and de- 
velopment expenses, in a way that bears 
some reasonable relation to the need for 
incentives. The depletion rates should vary 
so as to permit earlier recovery of the in- 
vestment in the higher risk and more 
critical items, but should not be set so high 
as to recover the investment quicker than 
in one half the life of the property. In no 
case should the taxpayer be permitted to 
recover more than 150 per cent of the full 
cost of the property, including exploration 
and development expenditures. The Presi- 
dent should request the Treasury, working 
with the extractive industries, to ready a 
proposal on depletion for submission at the 
next session of the Congress. 


(24) With the adoption of the recom- 
mended revisions of the basic depletion 
provisions, the distinctions made in apply- 
ing percentage depletion to deposits “in” 
and “outside” the United States should be 
eliminated; also, with the same condition, 
percentage depletion should be made appli- 
cable to income received by United States 
investors from foreign subsidiaries operat- 
ing the extractive industries. 


(25) The federal government should pay 
one quarter to one third of the interest on 
taxable securities issued by state and local 
governments as compensation for the sur- 
render of tax exemption. 


(26) United States corporations should 
be permitted to elect subsidiary treatment 
for their foreign branches, which would 
result as deferral of tax on income and 
the denial of current offset of losses; and 
they should be permitted to elect whether 
or not to consolidate their foreign sub- 
sidiaries with domestic subsidiaries and the 
parent corporations, which would result in 
the current taxation of profits and the 
current offset of losses. 


(27) H. R. 10, which would encourage 
establishment of private pension plans, is 
not recommended. 


(28) The various deferred compensation 
methods now practiced, including stock 
options, should be re-examined with a view 
to eliminating the tax avoidance which now 
results from tax postponement and the 
conversion of ordinary income into capital 
gains. If preferential treatment of stock 
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options is retained, then special study should 
be given to ways and means of extending 
the tax benefits equally to employees of 
small companies as well as to the employees 
of large companies. 


(29) The withholding on interest and 
dividends should be enacted without delay. 


(30) The President should appoint one 
task force drawn from practicing account- 
ants and lawyers to develop the legislative 
and administrative measures needed to tighten 
the enforcement of the income tax law; and 
a second task force to deal with the taxation 
of farm income, the personnel to be drawn 
from IRS, the Department of Agriculture 
and a few leading agricultural colleges. 


(31) Where administratively feasible the 
federal excise taxes that are on a specific 
basis should be converted to an ad valorem 
basis. 


(32) All excise taxes, except the auto- 
motive, liquor and tobacco taxes, should 
be repealed as soon as budgetary and 
economic conditions permit. 


(33) Divorce the federal credit from the 
1926 federal estate tax law. The maximum 
allowable credit should be 90 per cent of 
the federal estate tax before credit—limited, 
however, to an absolute maximum of $25,000. 


(34) Pending the adoption of an in- 
dividual income tax averaging plan, the 
estate and gift taxes should be combined 
into one transfer tax based on the present 
gift model, with a transfer at death treated 
as the last increment in the accumulation of 
the transfers. The rates for this tax should 
range from 10 per cent on the taxable 
transfer not over $25,000 to 60 per cent if 
the amount is $5 million and over. After 
the adoption of an individual income tax 
averaging plan, these rates should be re- 
duced by 50 per cent and, in lieu of the 
transfer tax thus surrendered, an accessions 
tax should be imposed on one half the 
property acquired by gift or bequest, by 
including one half of such acquisitions in 
the income tax base of the recipient. 


(35) The exclusions from the estate tax 
base should be limited to an amount of 
$1,000 per donee and an aggregate of 
$5,000 per donor, 


(36) The cumulative specific exemption 
should be $15,000 taken currently—in the 
same way as the present gift tax exemption 
—plus $15,000 applicable to the estate taxed 
at death of the first spouse, plus an addi- 
tional $15,000 applicable to the estate taxed 
at the death of the second spouse. 
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(37) A committee of experts drawn from 
the law schools and from practicing lawyers 
specializing in estate and gift taxes should 
be appointed by the Treasury to make 
specific recommendations on how the law 
on life estates and power of appointment 
could be tightened with a view to broaden- 
ing the transfer tax base. 


(38) Direct investment in small busi- 
nesses, partnership interests and common 
stocks of corporations with assets of $1 
million or less, should be included in the 
estate tax at 75 per cent instead of 100 
per cent. 


(39) Where the estate is primarily in 
closely held family corporations, the ten- 
year extension for the payment of the estate 
tax should be made to apply automatically 
at the election of the taxpayer; and the 
federal government should be permitted to 
accept equities in the business as tentative 
payment for estate taxes and to share rat- 
ably in the profits, such profits to be applied 
to the tax liabilities plus interest due. 


AFL-CIO views on tax structure re- 
vision.—In a resolution adopted February 
1, 1957, the AFL-CIO Executive Council 
made its views on the federal tax structure 
known. The resolution recommends “that 
the present session of Congress enact the 
following tax program: 


“1, Allow the cuts in excise taxes scheduled 
for April 1, 1957, to go into effect. These 
taxes (are) on tobacco, alcoholic beverages, 
automobiles and auto parts and accessories. 


“We also urge reduction and/or elimina- 
tion of certain other excise taxes such as 
those on amusements and transportation. 


“2. Maintain the existing (52%) tax rate 
on corporate income. 


“3. The tax burden on small business 
should be eased. The normal corporate rate 
of 30% and the surtax rate of 22% on all 
income above $25,000 now constitute the 
52% corporate tax rate. By reversing the 
present normal and surtax rates substantial 
relief can be given small business corpo- 
rations. . . 


“4, Enact a tax program to give specific 
tax relief to low- and moderate-income 
families. To achieve this end, we favor at 
the least an increase in the exemption from 


$600 to $700. 


“5. Regain lost revenue by closing a num- 
ber of the more serious loopholes that now 
appear in our tax law. Specifically, we 
favor repeal of the provisions of the 1954 
law which provide a special status for divi- 
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dend income and which alter the methods 
for computing depreciation for business 
corporations. We also favor a withholding 
tax on income derived from dividends and 
interest revision of the capital gains tax, 
removal of the split-income provision, aboli- 
tion of the provision for family partner- 
ships, elimination of the stock option pro- 
vision, as well as abolition of the special 
depreciation allowances for the oil, natural 
gas, and other natural resources industries.” 


Joint Economic Committee report.— 
There are as many different views in Congress 
as to the proper solution to a problem as there 
are Congressmen and Senators. This is 
particularly true within the membership of 
the Joint Economic Committee on the sub- 
ject of federal taxation. 


In its report on the “January 1957 Eco- 
nomic Report of the President,” the com- 
mittee majority had its views and other 
members stated dissenting or supplemental 
views as to the proper use of our federal 
tax system to control inflation or give relief 
to different classes of taxpayers. 


The report endorsed the President’s recom- 
mendation that tax rates be continued at 
their present levels, “General tax reduction 
at this time,” the report states, “would 
impose excessive burdens on monetary con- 
trols for curbing inflationary pressures.” 
Representative Curtis, of Missouri, who is 
also a member of the House Committee on 
Ways and Means, took issue with this state- 
ment. He raised the question of whether 
taxes in many instances are not beyond the 
point of diminishing returns, and pointed 
out it is entirely possible that a reduction 
in many of our tax rates might produce 
increased revenues. Other committee mem- 
bers submitted supplemental views supporting 
the majority report. 


Committee views on tax relief to small 
businesses also show a disagreement among 
its members. The report states: “In light 
of recent developments, the Committee believes 
there is a compelling reason for the tax- 
writing committees of Congress to develop, 
during the current session, a program for 
adjusting the tax burdens on new and 
small businesses.” Representative Curtis also 
took issue with the statement by stating 
that if the term “general tax reduction” is 
intended by the committee to mean any 
sizable group of selective tax rate reduc- 
tions, he disagreed. 

All committee members agreed the present 
inflationary pressures must be arrested in some 
manner, either by tax or monetary policies, 
or by a reduction in government expenditures. 
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The Tax Court 


The Tax Court must follow the settled 
law of the circuit from which a case arises, 
not its own particular opinion, the Sixth 
Circuit has reiterated in a recent case. 


The Tax Court takes an opposing stance, 
however. Its position was described in this 
department last month with quotations from 
Arthur L. Lawrence, CCH Dec. 22,222, 27 
TC —, No. 82. Part of that decision is 
requoted here: 


“One of the difficult problems which con- 
fronted the Tax Court soon after it was 
created in 1926 as the Board of Tax Appeals 
was what to do when an issue came before 
it again after a Court of Appeals had 
reversed its prior decision on that point. 
Clearly, it must thoroughly reconsider the 
problem in the light of the reasoning of 
the reversing appellate court and, if con- 
vinced thereby, the obvious procedure is to 
follow the higher court. But if still of the 
opinion that its original result was right, a 
court of national jurisdiction to avoid con- 
fusion should follow its own honest beliefs 
until the Supreme Court decides the point. 
The Tax Court early concluded that it 
should decide all cases as it thought right.” 
(Footnotes omitted.) 


The rebuttal of the Sixth Circuit is con- 
tained in Stern v. Commissioner, 57-1 ustc 
{ 9429, rev’g CCH Dec. 21,540(M), 15 TCM 
114. The Stern case was one in which the 
Tax Court made its decision knowing that 
upon the point in issue it had previously 
been reversed by the very circuit court 
which would have review over its instant 
decision. The case concerned the right of 
the government to follow the proceeds of 
insurance policies into the hands of the 
beneficiary in order to collect taxes due 
from the testator. The Tax Court upheld 
the government; the Sixth Circuit upheld 
the taxpayer. In reversing the Tax Court, 
the Sixth Circuit reviewed its position, as 
stated in a previous case, as follows: 


“In Stacey Manufacturing Co. v. Commis- 
sioner of Internal Revenue [56-2 ustc § 10,008], 
237 Fed. (2d) 605, this court said in a similar 
instance that ‘the tax court of the United 
States is not lawfully privileged to disregard 
and refuse to follow, as the settled law of 
the circuit, an opinion of the court of ap- 
peals for that circuit. If the tax court is not 
bound on questions of law by decisions 
of the appropriate circuit having jurisdiction, 
why should any jurisdiction be vested in 
circuit courts of appeals to review decisions 
of the tax court? The district courts of the 
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several circuits also have statutory juris- 
diction in tax cases and they are bound to 
follow the rules of decision pronounced by 
the United States Court of Appeals having 
appellate jurisdiction over the particular 
District Court. The tax court is no less 
bound to do so. The mere fact that it is 
a court having jurisdiction in tax cases 
throughout the United States does not 
establish the tax court as superior in any 
aspect to the United States District Courts.’” 


There is some justification for both courts’ 
positions in this controversy. When the 
Tax Court decides a case against the settled 
opinion in the circuit from which the case 
arises, it inevitably means further litigation 
with both time and money wasted, since the 
final outcome presumably will follow the 
settled opinion of the circuit. On the other 
hand, if the Tax Court follows the settled 
law of the circuit, that particular circuit is 
making law for the rest of the country, 
since the Tax Court would follow the pre- 
cedent it had established in other cases 
arising from other circuits where the think- 
ing might be different. 

So long as the Tax Court follows its 
present course, the final word on a particular 
issue will have to come from the Supreme 
Court. 


The Commissioner 


Tax counsel, appearing before Internal Rev- 
enue Service officials at a public hearing on 
the proposed gift tax regulations on March 
5, 1957, centered their protests on proposed 
Regulations Section 25.2511-1(g)(10) which 
spells out gift tax treatment of transfers 
involving retirement annuities under pen- 
sion plans. Under the gift tax Regulations 
Section 25.2511-1(g)(10), as proposed, if 
an employee makes an irrevocable election 
to take a different type of annuity than a 
life annuity and designates a beneficiary, the 
result of the election would be subject to 
gift tax as a transfer at the time of the 
election. IRS officials were requested to 
draft the final gift tax regulation to show 
such an election would not constitute a 
taxable gift. As the section now reads, the 
millions of employees who are participants 
in pension plans will have to file gift tax re- 
turns on such elections since they are gifts of 
future interests, even though they may never 
have to pay a gift tax and the beneficiaries 
will have to file a gift tax information return 
on the “gift.” It was also pointed out there 
is an inconsistency with 1954 Code Section 
2039(c) for estate tax purposes, since such a 
“gift” is taxable under proposed Regulation 


336 





Section 25.2511-1(g)(10) but not taxed for 
estate tax purposes. 


Joint committee proposes income tax 
form changes.—Administrative and legisla- 
tive changes to simplify individual income 
tax forms have been proposed by the Joint 
Committee on Internal Revenue Taxation. 
A staff study, entitled “Simplification of the 
Individual Income Tax Return,” suggests 
the following changes that could be made 
without the necessity of legislation: Provide 
more space on page 2, Form 1040, for 
itemizing deductions, and make the tax- 
computation schedule more compact; indi- 
cate in Schedule B, on page 3, that amounts 
paid by credit unions, savings and loan 
associations, etc., should be reported as “in- 
terest” rather than as “dividends”; and 
provide a separate Schedule I for explaining 
deductions for depreciation claimed, now on 
page 3 of Form 1040. This new Schedule I 
could also be used for depreciation deduc- 
tions claimed on separate Form 1040, Sched- 
ules C and F. 

Legislative suggestions for simplifying the 
present income tax forms include: Abolish 
the blood-relationship test for defining a 
dependent; apply the retirement income 
credit as a gross income deduction limited 
to the amount of retirement income up to 
$1,200 for simplicity of computation; re- 
designate “exclusions” from gross income as 
“deductions” from gross income, so they 
would be reported on the return form, al- 
though not affecting the tax-exempt status 
of such exclusions; and provide a full page 
Form 1040A for wage earners to replace the 
tabular card now used. It was also sug- 
gested, by presentation of a sample, that 
wage earners with gross incomes up to 
$10,000 and with other income not subject 
to withholding up to $300 be permitted to 
use the new Form 1040A if the standard 
deduction was taken. 


The State Department 


An income-tax convention between the 
United States and Honduras was brought 
into force retroactively to January 1, 1957, 
by the exchange of instruments of ratifi- 
cation on February 6, 1957. It is the first 
such convention to be ratified with any of 
the American Republics. Its provisions 
follow the general pattern of income tax 
conventions in force between the United 
States and numerous other countries. The 
ratification of the United States-Honduras 
tax treaty may result in other American 
Republic countries taking similar action, 
particularly Cuba. 
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Federal Tax 


May 15— 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages under Sec- 
tion 3402, (2) employees’ tax withheld 
under Section 3102 and (3) employer's 
tax under Section 3111 where, during the 
preceding month, the aggregate of such 
amounts exceeded $100. If an employer 
pays wages to agricultural labor sub- 
ject to taxes under (2) and (3) above, 
he will make a separate computation 
for this group to determine whether 
the $100 minimum has been exceeded. 
(Regulations 120, Section 406.606.) 
Form 450 (depositary receipt). 


Due date, by general extension, of returns 
for year ending November 30, 1956, in 
the case of (1) foreign partnerships, (2) 
foreign corporations which maintain an 
office or place of business in the United 
States, (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States and 
(5) American citizens residing or trav- 
eling abroad, including persons in the 
military or naval service on duty outside 
the United States. (Code Section 6081; 
Regulations 118, Section 39.53-3(a).) 
Forms: (1), Form 1065; (2)-(4), Form 
1120; (5), Form 1040. 


Last day for a calendar-year organization 
exempt from tax under Code Section 
501, unless specifically exempted from 
filing annual returns by Code Section 
6033, to file information return for 1956. 
(Regulations 118, Section 39.153-1.) 
Form 990, except that Form 990-A is 
prescribed where exemption is claimed 





under Code Section 501(c)(3). Exempt 
employees’ trusts must file on Form 
990-P (Regulations Section 1.6033-1 
(a)(3)). 


Monthly information return of stockhold- 


ers and of officers and directors of 
foreign personal holding companies due 
for April. (Code Section 6035.) Form 
957. 


Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold dur- 
ing preceding month. (Regulations 71, 
Section 113.142.) 


May 31— 


Due date for payment of the following 


excise taxes for April to an authorized 
depositary, if such taxes reportable for 
April exceeded $100: taxes on safe 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable messages and services; transpor- 
tation of persons; admissions, dues and 
initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacturer of sugar; trans- 
portation of property; and diesel fuel. 
(Regulations Section 477.4.) Form 537 
(depositary receipt). 


Due date of federal use tax return and 
payment of tax on highway motor ve- 
hicles where first use occurred. (Regula- 
tions Sections 41.6011(a)-1, 41.6071(a)-1). 
Form 2290. 
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New taw? Old law? Speed? Accuracy? Con- 
venience? Completeness? Whatever the need, 
whatever the question—if it involves federal taxes 
for revenue, the accepted reporter of the federal 
tax specialist, the first choice of the man “who 
must have everything” is Standard Federal Tax 
Reports. 

Whether they represent the tax payer or tax 
collector, on whichever side of the tax fence they 
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coverage, official and explanatory, the depend- 
ability, and the down-to-earth practical values 
which characterize the “Standard.” 
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detailed, informative weekly issues blanket the 
field of federal taxation most important to busi- 
ness and its tax counsel—reporting week by week 
the latest development in pertinent law or regu-- 
lation, interpretation of ruling or court decision 
—the newest return, report or form—all enriched 
and illuminated by editorial sidelights, clear, 
helpful examples, and plain English explanations. 
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always have the facts, always know just what to 
do — why and how to do it! 
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